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FEDERAL CONSOLmATED FINANCIAL STATE- 
MENTS: CAN THE FEDERAL GOVERNMENT 
BALANCE ITS BOOKS? 


WEDNESDAY, APRIL 1, 1998 

House of Representatives, 

Subcommittee on Government, Management, 
Information, and Technology, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 9:36 a.m., in room 
2141, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representatives Horn, Davis, Sanford, Sessions, 
Kucinich, and 'Rimer. 

Staff present: J. Russell George, staff director and chief counsel; 
John Hynes, professional staff member; Matthew Ebert, clerk; and 
Mark Stephenson, minority professional staff member; and Faith 
Weiss, minority counsel. 

Mr. Horn. The Committee on Government Management, Infor- 
mation, and Technology will come to order. 

We’re here today to review the first ever audit of the Federal 
Government’s consolidated financial statements. This audit is re- 
quired by law, a law passed in 1994. Roughly 4 to 5 years were 
given to the executive branch to implement the law. And to clarify 
what we’re about, it’s worth quoting the specific requirement. The 
Government Management Reform Act of 1994 reads: “Not later 
than March 31 of 1998, and each year thereafter, the Secretary of 
the Treasury in coordination with the Office of Management and 
Budget, shall annually prepare and submit to the president and 
Congress an audited financial statement for the preceding fiscal 
year covering all accounts and associated activities of the executive 
branch of the U.S. Government. The financial statement shall re- 
flect the overall financial position, including assets and liabilities, 
and the results of operations of the executive branch of the Govern- 
ment of the United States.” 

The required audit, conducted by the General Accounting Office, 
an office of very valuable service within the legislative branch, was 
released yesterday. 

When we scheduled the hearing for today, we thought of a few 
April Fools’ jokes about how the Government does a great job of 
keeping track of the taxpayers’ money, but then a good April Fool’s 
joke has to be at least a little bit believable. Unfortunately, it is 
far too easy to believe that billions of taxpayer dollars are being 

( 1 ) 
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lost each year to fraud, waste, abuse, and mismanagement 
throughout the Federal Government. 

We’ve heard it all before, but today, with the Governmentwide 
audit, we know more about how much money is being wasted, 
where it is being wasted, and what can be done about it. 

We’ve identified the Government programs especially at risk. For 
the first time, a concise accounting for the myriad problems faced 
by the Federal Government is available. It is common to compare 
the Government with a business. Clearly, the comparison is inex- 
act. Government reflects the needs and the priorities of an entire 
Nation. However, there are also similarities. Government should oe 
able to account for how much money it does take in. It should be 
able to determine what it has in inventory, and what it has in li- 
abilities. In short. Government requires effective and responsible 
management. It requires active and vigorous leadership. And it ab- 
solutely must have accurate, timely information on its financial 
condition. 

The first-ever Governmentwide audit demonstrates that we re- 
main far short of these common-sense goals. This is not an exercise 
in bean counting. Financial statements are the keystones to effec- 
tive financial management in the Federal Government. If the U.S. 
Government had to compete as private sector businesses do, we 
would be out of business very quickly in most operations. The 
amounts reported in the consolidated financial statements simply 
do not provide a reliable source of information for decisionmaking 
by the Government or the public, but we’re slowly getting there. 

The consequences of poor management are appalling. Consider 
just a few examples of the waste uncovered by the audit: $23 bil- 
lion each year in overpa 3 Tnents by the Health Care Financing Ad- 
ministration for Medicare — that is money that could be used to con- 
tinue current benefits or even to improve the benefits; $1 billion 
each year in overpayment by the Social Security Administration for 
the Supplemental Social Insurance program; and $900 million each 
year in overpayments by the Department of Housing and Urban 
Development in excess rent subsidies. 

The subcommittee’s own review of the reports, available for the 
24 individual agencies required to report under the Chief Financial 
Officers Act of 1990, as amended by the Government Management 
and Reform Act of 1994, found results overall were dism^, with 
the exception of two agencies, the National Aeronautics and Space 
Administration and the Department of Energy. All the other agen- 
cies had reported deficiencies in at least one of the key areas re- 
viewed by their auditors. 

The grades are based on the audited financial statements pre- 
pared under the Government Management and Reform Act of 1994 
for the 24 cabinet departments and independent agencies covered 
by that act. These 24 agencies make up 98 percent of the total re- 
ported Federal budgetary expenditures for fiscal year 1997. 

Almost half of the agencies did not even submit reports by the 
deadline specified by law yeairs in advance, and that deadline was 
essentially March 1, 1998. That is months after the end of the Fed- 
eral Government’s fiscal year which ended September 30, 1997, 
and 5 years after the law requiring the reports was enacted. 
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Two of the agencies. Housing and Urban Development and the 
Treasury Department, submitted reports to us late but before the 
consolidated statements were issued yesterday. The Administration 
seems to think that getting its statements in late is OK. We don’t 
agree with that. To be credible and useful, the information not only 
needs to be materially correct, but also timely. Timely means the 
decisionmakers receive information before the decisions are made, 
not after. 

It’s like the old joke in the academic world: the only difference 
between the “A” student and the “F” student is the “F” student for- 
got it before the exam. So we hope to improve on that. 

As you can see from the grades on that chart over there, which 
were done by the specialists and accountants on the subcommittee 
staff, the Federal Government has a long way to go in fixing its fi- 
nancial management problems. Only 2 of the 24 agencies earned a 
clean bill of financial health across the board. This report includes 
not only a clean opinion, but also no material internal control 
weaknesses, and no areas of noncompliance with laws and regula- 
tions material to the financial information presented. 

Many of the agencies are hindered by poor financial systems. 
Poor systems prevent them from having good financial data on a 
regular basis. Those agencies with poor systems but reliable data 
required significant adjustments, often based on its auditor’s rec- 
ommendations to its statements to make them reliable. Both the 
General Accounting Office audit report and the individual agency 
audit reports tell the sorry story of deficient financial statements, 
systems rife with problems, and a general failure to comply with 
laws and regulations. The unaudited statements are riddled with 
gaps, filled with unreliable numbers. 

This report should be a call to action by the administration to fix 
longstan^ng problems and become accountable to the American 
people. We have been warned: our ship of State is perceived as 
unsinkable, but this audit has alerted us to the serious dangers. It 
is hubris to think we can avoid these dangers without reliable fi- 
nancial information. But we’ve got to look at it this way, since 
1789, there has never been a consolidated financial statement by 
any part of the Federal Government and certainly not on this scale. 

So despite the errors that are still around in some of the data 
and the failure of many to report — ^the groups that are noted as in- 
complete up there — ^the fact is it does provide a base — inaccurate 
though some things might be — from which the annual consolidated 
financial report will be developed. I’m sure it’ll improve over time. 

We have with us a list of witnesses this morning that will tell 
us how that will be done and what they encountered in terms of 
the various departments that were reviewed. The audits were gen- 
erally held or reviewed by the General Accounting Office. I want 
to thank them and the Inspector Generals of the various independ- 
ent agencies and cabinet departments because they, in large part, 
were the ones that verified the data to make sure that we have a 
reliable consolidated balance statement, as far as we can go within 
those departments. So we appreciate all of that hard work, as well 
as the hard work by the many people in the administration, espe- 
cially the chief financial officers which didn’t exist until Congress 
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created them a few years ago. Just as we’ve created chief informa- 
tion ofFicers, and we will get to creating chief acquisition officers. 

So I’m now prepared to call the first panel, and the first panel 
will be from the General Accounting Office, Gene Dodaro. 

[The prepared statement of Hon. Stephen Horn follows:] 
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“Federal Consolidated Financial Statements: 

Can the Federal Government Balance Its Books?” 

April 1,1998 

OPENING STATEMENT 
REPRESENTATIVE STEPHEN HORN (R-CA) 

Chairman, Subcommittee on Government Management, 

Information, and Technology 

We are here today to review the first-ever audit of the Federal Government’s 
consolidated financial statements. This audit is required by law, and to clarify what we 
are about, it is worth quoting the specific requirement. The Government Management 
Reform Act of 1994 reads; 

Not later than March 3 1 of 1 998 and each year thereafter, the Secretary of the 
Treasury, in coordination with the Director of the Office of Management and 
Budget, shall annually prepare and submit to the President and the Congress an 
audited financial statement for the preceding fiscal year, covering all accounts and 
associated activities of the executive branch of the United States Government. 

The financial statement shall reflect the ov^l financial position, including assets 
and liabilities, and results of operations of the executive branch of the United 
States Government. 

The required audit, conducted by die General Accounting Office, was released 
yesterday. When we scheduled the hearing for today, we thought of a few April Fools 
jokes about how the Government does a great job of keeping track of the taxpayers’ 
money. But then, a good April’s Fool joke has to be at least a little bit believable. 

Unfortunately, it is far too easy to believe that billions of taxpayer dollars are 
being lost each year to fraud, waste, abuse, and mismanagement throughout the Federal 
Government. We have heard it all before. But today, wi^ this govennnentwide audit, 
we know more about how much money is being wasted, where it is being wasted, and 
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what can be done about it We have identified the government programs especially at 
risk. For the first time, a concise accounting for tfie'myriad problems fiuted by die 
Federal Government is available. 

It is common to compare the Government with a business. Clearly, the 
comparison is inexact Government reflects die needs and priorities of an entire nation. 
However, there are also similarities. Government should be able to accotmt for how 
much money it takes in. It should be able to determine what it has in inventory and what 
it has in liabilities. In short government requires effective and responsible management 
It requires active and vigorous leadership. And, it absolutely must have accurate, timely 
information on its financial condition. 

The first-ever govemmentwide audit demonstrates that we remain far short of 
these common-sense goals. 

This is not just an exercise in bean counting. Financial statements are the keystone 
to effective financial management in the Federal Government. If the U.S. Government 
had to compete as private sector businesses do, we would be out of business very quickly. 
The amounts reported in the consolidated financial statements simply do not provide a 
reliable source of information for decision-making by the Government or the public. 

The consequences of poor financial management are appalling. Consider just a 
few examples of the waste uncovered by the audit: 

• $23 Billion EACH YEAR in overpayments by the Health Care Financing 
Administration for Medicare — that is money that could be used to continue current 
benefits or even to improve the benefits. 

• $ 1 Billion EACH YEAR in overpayments by the Social Security Administration for 
the Supplemental Social Insurance program. 

• $900 Million EACH YEAR in overpayments by the Department of Housing and 
Urban Development in excess tent subsidies 

The Subcommittee's own review of the reports available for the 24 individual 
agencies requited to report under the Chief Financial Officers Act of 1990, as amended 
by the Government Management Reform Act of 1994, fotmd results overall were dismal. 
With the exception of two agencies — ^NASA and the Department of Energy — all the 
Agencies had reported deficiencies in at least one of the key areas reviewed by their 
auditors. 
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The grades are based on the audited financial statements prepared under the 
Government Management Reform Act of 1994 fofthe 24 Federal agencies covered by the 
Act. These 24 agencies made 98 percent of total reported Federal budgetary expenditures 
for fiscal year 1997. 

Almost half of the agencies did not even submit reports — as required by law — by 
March 1, 1998. That is months after the end of the Federal Government’s fiscal year, and 
five years after the law requiring these reports was enacted. Two of the agencies. 

Housing and Urban Development and the Treasury Department, submitted reports to us 
late but before the consolidated statements were issued yesterday. The Administration 
seems to think that getting its statements in late is O.K. We do not agree. To be credible 
and useful the information not only needs to be materially correct but also timely. Timely 
means that decision-makeis receive the information before decisions are made — not after. 

As you can see from the grades, the Federal Government has a long way to go in 
fixing its financial management problems. Only 2 of the 24 agencies earned a clean bill 
of financial health. This report includes not only a clean opinion but also no material 
internal control weaknesses and no areas of non-compliance with laws and regulations 
material to the financial information presented. Many of the agencies are hindered by 
poor financial systems. Poor systems prevent them from having good financial data on a 
regular basis. Those agencies with reliable data but ineffective controls had to make 
significant adjustments, often based on its auditor’s recommendations, to its statements to 
make them reliable. 

Both the GAO audit report and the individual agency audit reports tell the sorry 
story of deficient financial statements, systems rife with problems, and a general failure to 
comply with laws and regulations. The unaudited statements are riddled with gaps and 
filled with unreliable numbers. This report should be a call to action by the 
Administration to fix long-standing problems and become accountable to the American 
people. 

We have been warned. Our ship of State is perceived as unsinkable. But this audit 
has alerted us to serious dangers. It is hubris to think that we can avoid these dangers 
without reliable financial information. 
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Mr. Horn. Mr. Sessions, OK. Yes? No, go right ahead. 

The gentleman from Texas is the vice chairman of the sub- 
committee and I’m delighted to have Mr. Sessions here because he 
is also chairman of the results caucus of the House of Representa- 
tives, and has spent a lot of time on these matters. 

Mr. Sessions. Mr. Chairman, thank you. As always, Mr. Chair- 
man, I applaud you for conducting this type of valuable oversight, 
but I must tell you that your hearings are also some of the most 
depressing and disappointing hearings that we have here in Con- 
gress. 

Since coming to Washington, I’ve sat with you as we’ve learned 
about major mismanagement of the executive branch of the Federal 
Government. We’ve learned that the executive branch is at risk of 
loss from waste, fraud, and error in many areas above those listed 
in the GAO high-risk series areas. 

The executive branch is poorly managing the year 2000 problem 
and it looks as though most agencies will be grossly unprepared to 
meet the coming crisis which is just seven quarters away. The ex- 
ecutive branch manages to squander tens and hundreds of billions 
of dollars as a result of thoughtless planning and information tech- 
nology modernization and other areas that they are expected to 
perform related to computer management. 

The executive branch, after many years of practice, still fails to 
produce adequate reports as required under the results act. And as 
I reviewed the performance plans of Federal agencies, what I won- 
der is if we’re going to go throughout the same exercise again. 

But, Mr. Chairman, I have not yet seen a document as damaging 
as the General Accounting Office’s audit of the consolidated finan- 
cial statements of the U.S. Government. According to GAO, signifi- 
cant financial systems weaknesses, problems with fundamental rec- 
ordkeeping, incomplete documentation, and weak internal controls, 
including computer controls, prevent the Government from accu- 
rately reporting a large portion of its assets, liabilities, and costs. 
The executive branch cannot tell how much money it receives, how 
much money it spends, what it spends money on, what property it 
has, where the property goes, or how much that property is worth. 

As I’ve said many times before the panel, I spent 16 years in the 
private sector and I had to account for all the dollars that were 
spent, not just a part of that which I was given responsibility over. 
I had to do this because I had a constant battle with the bottom 
line. That’s reality in the private sector, but it’s a concept which 
this executive branch evidently has no experience or desire to im- 
prove upon. 

Let me quote further from the GAO report, “The systems and 
data were not available to accurately estimate significant portions 
of the more than $2.2 trillion reported as Federal employee and 
Veteran benefits liabilities.” That doesn’t include the liabilities re- 
lated to every American under Social Security. 

I quote further. 

The Government was unable to support significant portions of more than $1.6 tril- 
lion reported as the total net costs of Government operations and much of this is 
because it was without accurate cost information. The Federal Government is lim- 
ited in its ability to control and reduce costs, assess performance, evaluate pro- 
grams, and set fees to recover cost that were required by law. The Government is 
unable to determine the full extent of improper payments, that is, payments made 
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for other than valid, authorized purposes. In this regard, estimates of improper pay- 
ments in major Federal programs, such as Medicaid, Medicare, which totaled bil- 
lions of dollars annually. Further, the Government currently does not obtain infor- 
mation necessary to identify tax collections by every type of tax at the time it col- 
lects that tax. As a result, the Government cannot separately report revenue for 
three of the four largest revenue sources. Social Security, hospital insurance, and 
individual income taxes. 

Mr. Chairman, these are just a few of the damaging statements 
made by an objective, professional auditing body, and with which 
the administration, evidently, completely agrees. I understand that 
everyone does understand the problem, but the American people 
need to know that they, or any other corporation that conducted its 
affairs in this manner, would be subject to a nasty audit by the IRS 
or SEC. Most likely, they would find themselves heavily fined or 
prosecuted for criminal misbehavior. 

All too often, this is the case. We hold the America people up to 
a standard which we are unwilling to apply to ourself. I join with 
you, Mr. Chairman, in decrying the pathetic state of our Govern- 
ment books. I also join with you and many other of our colleagues 
in pushing for management reforms, but that is where the GAO 
study is most frustrating. In its disclaimer of opinion, the GAO 
writes, “Because the Government serious systems, record keeping, 
documentation, and control deficiency, amounts reported in the 
consolidated financial statements and related notes do not provide 
a reliable source of information for decisionmaking by the Govern- 
ment or the public.” 

Simply put, Mr. Chairman, this means really that I cannot do 
my job because, according to the report, we are passing legislation 
and conducting oversights just like we had blindfolds on because 
we aren’t sure who is accountable ultimately for this. We cannot 
do our jobs if the executive branch cannot give us the information 
that we need. This year’s consolidated financial statements are an 
important step, not just because we know things are going bad, but 
because we recognize now more than ever the hard work that is 
ahead for us. 

I think, like you, Mr. Chairman, I want to work carefully with 
those representatives from the Government to make sure that we 
avoid these problems in the future. But I want you to know, Mr. 
Chairman, that I believe that because of our serious endeavor, and 
only because of our serious endeavor, and the backing of the Amer- 
ican public, will we make any headway. 

Thank you for the time. 

[The prepared statement of Hon. Pete Sessions follows:] 
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As always, Mr. Chairman, I ^plaud you for conducting this type of valuable ovosi^. But, I 
must tell you, your hearings are some of the most dq>ressing, disappointing hearings held in 
Congress. Since coming to Washington, I’ve sat wi^ you as we’ve learned about major 
mismanagement in the ^ecutive Branch of the federal government. We’ve learned that; 

» the Executive Branch is at risk to loss from waste, fraud, and error in many areas, evoi 
above those listed in GAO’s High Risk areas; 

* the Executive Branch is poorly managing the Year 2000 problem, and it looks as though 
most ageodea will be grossly unprepared for the coming oisis; 

» the Executive Branch manages to squander tens and hundreds of billions of dollars as a 
result of the thoughtless planning in information techitology modernization; and 
*> the Executive Branch, after many years of practice, still friled to produce adequate reports 
as required under the Results Act, and as I review the performance plans of federal 
agencies, I wonder if we are going to go through the same exercise. 

But, Mr. Chairman, I have not yet seen a document so damning ^ Gene^ Accounting 
Office’s audit of the Consolidated Financial Statements of the Unit^ Stattt Government. 
According to GAO, ""significant finandal systenu weaknesses, problems with fiindamental record 
keeping, incomplete documentation, and*Wekk ihtcriibl ebntroU, litcludihg doraputv controls, 
prevent the government from accurately r^>omiig«lal[ge portion of its assets, liabilities, and 
costs.”* The Executive Branch can't t^ you hoW.mii^moDey it receives, how much money it 
spends, ^i^iat it spends money on, what property H has, where that property goes, or bow mudi 
that property is worth. 

As I’ve said many times before this panel, I spent uxteen years in the private sector, and I had to 
account for everything I had and did to the penny. 1 had to do this b^ause I was constantly in 
battle with the bottom line That’s reality in the private sector, but it’s a concept with whid) the 
Executive Branch has no experience. 


Let me quote further from GAO’s report; 

» ""The systems and data were not available to accurately estimate significant portions of the 


CoosoUdatod FuuDci«l SCateoMDts of die Uailcd Stales Covaiimeai,TiaGlaI 1997, it 14. 
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more than S2 2 trillion reported as federal employee and veterans benefits liabilities 
And that doesn’t include the liabilities related to every American under Social Security. 

> “The government was unable to support significant portions of the more than $1.6 trillion 
reported as the total net costs of govemm^t operations. [And] without accurate cost 
information, the federal government is limited in its ability to control and reduce costs, 
assess performance, evaluate programs, and set fees to recover costs where required."’ 

“The government is also unable to determine the full extent of improper payments — that 
is, payments made for other than valid, rmthorized purposes. In this regard, estimates of 
improper payments in major federal programs, such as Medicare, total in the billions of 
dollars annually."^ 

’The government currently does not obtain information necessary to identify tax 
collections by every type of tax at the time of collection. As a result, the government 
cannot separately report revenue for three of the four largest revenue sources - Social 
Security, Hospital Insurance, and individual income taxes."’ 

Mr. Chairman, these are just a few of the damning statements by an objective, professional 
auditing body, and with which the Administration completely agrees. 1 understand that everyone 
understands tlM problem. But, the American people need to know that if they or if any 
corporation conducted its afiEsirs in this manner, they would be the subject of a nasty audit by the 
QtS or SEC, and would likely end up in jaiL :As U too' .often the.case, we hold the American 
people to a standard we are unwilling to appfy to mi^ves. 

I join you, Mr. Chairman, in decrying the pathetic state of our government’ s books. I also join 
you and many of our colleagues in pushing for management refonn. But, that’s where the GAO 
audit is most frustrating. In its Disclaimer of Opimon, GAO writes, “Because of the 
government’s serious systems, record keeping, documentation, and control deficiencies, amounts 
reported in the consolidated financial statements and related notes do not provide a reliable 
source of informaCioD for dedsion-making by the government or the public.**^ Simply put, 
Mr. Chairman, that means I can’t do my job. According to this report, we are passing legislation 
and conducting oversight as wdl as a doctor performing surgery with a blindfold on. 

We can’t do our jobs if the Executive Branch can’t give us the information we need. This year’s 
Consolidated Finandal Statements are an importaru step, not because we know how bad tlungs 
are. We can’t even know that. They are important because we know where we need the systems 
to get the information on just how bad things are We all know things are bad. But until we get 
the information we need, we are a long way from doing anything constructive to fix them. 


Id, at 17. 
Id, at 18. 
Id. at 18. 
Id.«t21 


Id. at 16 
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Mr. Horn. I thank the gentleman and we had expected the ma- 
jority leader, Mr. Armey of Texas, to be here. He’s in a meeting of 
the Republican conference, so after Mr. Dodaro’s opening state- 
ment, if the majority leader arrives, we will then have a temporary 
set-aside while he can address some of these issues. 

We now have the first panel which begins with Gene Dodaro, As- 
sistant Controller General of the U.S. General Accounting Office. 
He will be accompanied by Robert F. Dacey, Director of the Con- 
solidated Audit and Computer Security Issues, Accounting and In- 
formation Management Division of GAO; Phillip Calder, Chief Ac- 
countant; and Linda Calbom, the Director of Civil Audits. 

I think most of you know the routine. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that all four witnesses have af- 
firmed the oath. 

Mr. Dodaro, it’s always a pleasure to have you here. I’m going 
to ask you to start with one thing that isn’t in your statement, and 
that is, if a citizen wants to get a copy of this report, is it going 
to be on GAO’s worldwide web, and if so, let’s get it in the record 
at this point. 

Mr. Dodaro. Yes, it is. It was posted to the GAO web site yester- 
day. So it is available to all the citizens through that page imme- 
diately, as we had it published. 

Mr. Horn. Well, you can give us the WWW.-what? 

Mr. Dacey. GA0.GOV, G-O-V. 

Mr. Horn. “Gov” is after the GAO? Or first? 

Mr. Dacey. GAO is first, WWW.GAO.GOV. 

Mr. Horn. “GOV,” very good. That’s all they need to do? 

Mr. Dodaro. That’s it. 

Mr. Horn. Right. The marvels of technology. Please go ahead. 

STATEMENTS OF GENE L. DODARO, ASSISTANT CONTROLLER 

GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOM- 
PANIED BY ROBERT F. DACEY, DIRECTOR, CONSOLIDATED 

AUDIT AND COMPUTER SECURITY ISSUES, ACCOUNTING 

AND INFORMATION MANAGEMENT DIVISION, GAO; PfflLLIP 

CALDER, CfflEF ACCOUNTANT, GAO; AND LINDA CALBOM, 

DIRECTOR, CIVIL AUDITS, GAO 

Mr. Dodaro. Good morning, Mr. Chairman, members of the sub- 
committee. In addition to the people at the table with me today, 
before I start my remarks. I’d like to recognize the senior manage- 
ment team of GAO that worked with the Inspectors General and 
the CFOs across the Government, in addition to 0MB and Treas- 
ury, in carrying this out, this first-ever audit of the consolidated fi- 
nancial statements. 

Behind me is the team of George Stalcup, Greg Kutz, Gary 
Engel, Lisa Jacobson, Gloria Jarman, and Jeff Steinhoff, who was 
a part of the original crafting of the CFO Act and providing service 
to the Congress, as well as Don Chapin, who as a former chief ac- 
countant at GAO and worked on these issues for a long period of 
time. 

Mr. Horn. If the ones you named would stand, we’d like to thank 
you. So why don’t you just stand, even if you have 4 feet of books 
in your lap. [Laughter.] 
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OK, fine. We thank you very much. You’ve all done a marvelous 
job over the years, and we’ve learned to trust you. 

Mr. Dodaro. I appreciate that recognition, Mr. Chairman. Also, 
I’d like to publicly thank all the Inspectors General and the CFOs 
throughout the Government who cooperated with us and 0MB and 
Treasury in carrying out this historic first audit of the U.S. Gov- 
ernment’s financial statements. 

Preparations for this type of improvement in Federal financial 
management have been underway for a number of years now. In 
the last few years we’ve put in place, in conjunction with 0MB and 
Treasury, a set of accounting standards for the Federal Govern- 
ment. As you mentioned in your opening statement, we now have 
audits that are done of all the major departments and agencies. So, 
for the first time, the Federal Government is subjecting itself to the 
same type of rigors in fiscal discipline that have been in place in 
the private sector and State and local governments for a number 
of years. And it is beginning to produce some good results, as you 
noted. However, there is a lot of work that lies ahead in order for 
the Government to be able to pass the test of an audit, and what 
our report does is really highlight what those major challenges are. 

Now, the report itself, as noted in your opening statements, 
itemizes all the various issues and deficiencies that need to be at- 
tended to, and we have a commitment from 0MB and Treasury to 
move forward and address them. 

What I’d like to do this morning in my opening remarks is just 
highlight the more serious areas that need attention and that need 
work. The first is the property, plant, equipment, operating mate- 
rials, and supplies. These categories of equipment and computers, 
and the necessary tools to carry out Government activities, rep- 
resent about two-thirds of the Government’s assets, however, we 
found that hundreds of billions of dollars of the reported $1.2 tril- 
lion on the financial statements was not adequately supported by 
accounting or logistical records. 

Now the biggest area here is at the Department of Defense. De- 
fense accounts for roughly 80 percent of all these assets and one 
of the reasons that Defense has not been able to obtain a clean 
opinion on its financial statements, or for that matter, any opinion, 
so far, by the Department of Defense IG, is because of problems in 
this particular area, and in properly accounting for its assets. No 
major military service — Army, Air Force, Navy — has been able to 
receive anything other than a disclaimer of opinion. So this is an 
issue. 

I also want to point out that it is an issue in civilian agencies, 
as well. There are problems in this area at FAA, and at the Forest 
Service, just to name a couple of areas. Our view is that until we 
can get proper accounting in place for these assets, the Federal 
C^vernment is limited in its ability to make sure that they’re ade- 
quately safeguarded, that agencies know their location, their condi- 
tion, and that we’re not ordering materials and supplies that we al- 
ready have on hand, or incurring unnecessary costs to store items 
that are really not needed. 

The second major category is in the loans and loans receivable 
area. The Federal Government is a guarantor of approximately 
$700 billion in loan guarantees, and the Federal Government needs 
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to know what it’s exposure is for defaults on those loans. Currently, 
there’s not adequate historical data, or current information on loan 
portfolios necessary to make the estimates to make sure the liabil- 
ity, potentially, for the Government, for those loan guarantee port- 
folios, is adequately stated. And this is important so that we know 
the downstream costs of these programs. 

Similar problems impede the ability to estimate the net receiv- 
ables from direct loans, as well. In other words, how much money 
has the government loaned people directly, and what’s the likely 
loss to be incurred through defaults on those loans as well? So 
that’s another area. A number of credit agencies are working on 
this issue, but it’s yet to be overcome. 

A third major area I wanted to highlight is the environmental 
disposal liabilities area. This is one area in the financial state- 
ments that we know is understated. There’s about $212 billion 
there, and that represents largely the amount of money reported by 
the energy department for cleaning up the nuclear weapons com- 
plex. We think that is a good number, but it does not include the 
costs of cleaning up ammunition, weapons systems, and a number 
of other disposal activities of the Department of Defense. So that 
number is clearly understated. 

Also, as you mentioned in your opening statements, we’re con- 
cerned about the amount of money, billions of dollars, in improper 
pa 3 mients. And you highlighted those areas in your opening state- 
ments: Medicare, rent subsidies. Supplemental Security income. 
Our report also notes that we’re concerned that in other areas, 
such as Medicaid, to name one, we don’t have estimates yet, so the 
government does not really know the full range of payments that 
are being made that should not have been made, and we’re going 
to be encouraging the administration to move forward in those 
areas. 

Finally, the category I wanted to mention is a set of Government- 
wide accounting issues, and they really have three dimensions. No. 
1, right now, the Treasury Department does not have in place a 
process to eliminate transactions among Federal agencies. There’s 
a great deal of business that takes place within the Federal Gov- 
ernment and as a result, there was close to $140 billion of gross 
transactions that could not be eliminated. Now they netted out to 
$12 billion, and that $12 billion was put in as a plug figure into 
the financial statements in order to make them balance, but Treas- 
ury needs to have a process in place to properly eliminate those 
transactions so that they can be reported properly. 

The second major category or dimension of this is that Treasury 
is really operating as the banker for the Federal Government but 
the agencj^s records on cash disbursements and their fund balance 
with 'Treasury don’t equal what 'Treasury has on their books. So 
there are a lot — ^billions of dollars — of differences between Treasury 
records and agency records that need to be properly reconciled. 

The third category is that now that financi^ statements of indi- 
vidual departments and agencies are audited, that data needs to be 
consistent with the data Treasury uses to compile the Government- 
wide financial statements. And this year, several agencies were un- 
able to provide assurance that that, in fact, happened. So there 
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were hundreds of billions of dollars in adjustments that we sug- 
gested in order to correct that situation as well. 

So those Govemmentwide accounting issues need to be addressed 
in order to make sure that the financial statements can be reliable 
and that all the cost information is properly allocated to the Gov- 
ernment’s functional areas. 

Now in addition to the problems that we noted on the reliability 
of the financial data presented in the statements, there are a cou- 
ple of other control issues that I really wanted to underscore this 
morning. The first is in the computer security area. This is a very 
serious problem. Unauthorized access to data is a big issue, par- 
ticularly given the interconnected nature of our computer systems. 
We have found serious problems across most of the Federal agen- 
cies that we’ve looked at. And this subjects, potentially, financial 
transactions to being erroneously manipulated, data being de- 
stroyed, and people having access to sensitive data that I’m sure 
the American public would not want — and is trusting their Govern- 
ment to protect. 

In addition, we highlight the potential consequences of the year- 
2000 problem on the ability of the Government to properly record 
their transactions. This committee needs no introduction to that 
issue. I was here 2 weeks ago talking about the full range of impli- 
cations there, but there’s one point I wanted to underscore here 
again this morning. One is that we have existing weaknesses in 
computer security systems. Over the next couple of years, there’s 
going to be intensive efforts under very severe time pressures to fix 
the year-2000 problem, and I’m concerned that we need to be vigi- 
lant to make sure that the security is not jeopardized or further 
compromised in order to make all these changes that need to be 
made for the year-2000 problem. So it’s something we wanted to 
elevate to the attention of people because I can’t think of any one 
particular time in history where so many systems will be repaired 
or replaced at one time. And, as you know, the time pressures are 
mounting in terms of the Government’s ability to get this done. 

Now, in conclusion, as we look toward the future, what do the 
prospects look like? We’re encouraged by a number of things. No. 
1, more Federal agencies are starting to get unqualified or clean 
opinions. We’re making gradual progress in that area. 

We also, this year, were able to get a good handle on some major 
parts of the Federal Government. GAO was able to give an un- 
qualified opinion on the Bureau of Public Debt, so we know that 
the $3.8 trillion that the Government owes the public is properly 
stated, and that the interest on the debt is properly calculated. 
We’re also able for the first time ever to give IRS a clean opinion 
on the total amount of revenue that has been collected. And we 
have other major agencies, as you noted. Defense, NASA, and So- 
cial Security receiving clean opinions. 

So we have some good progress to build upon, but there are some 
other big parts of the Government that just aren’t there yet and 
it’s going to take a concerted effort. I’m also encouraged by the fact 
that there’s been a commitment in the President’s budget in terms 
of priority management objectives, to get clean opinions on all the 
agencies. I note some of the agencies have included getting a clean 
opinion as a performance measure under the Results Act, which is 
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a good thing. And a number of the performance measures them- 
selves are being derived from the financial statements, so that’s an- 
other good development as well. And there’s a commitment to get 
a clean opinion on a Govemmentwide statement. 

It won’t be easy, but I want to close my remarks by assuring the 
Congress that we’re committed at GAO to continue to work with 
the executive branch in order to bring about the reforms that were 
intended by the CFO Act, which were to get clean opinions, but 
more importantly than that, to have complete reliable information 
throughout the year in order to manage the Government’s activities 
and give the American people the type of accountability and con- 
fidence in Government that they really deserve. 

Thank you very much, Mr. Chairman. We would be happy to an- 
swer any questions. 

[The prepared statement of Mr. Dodaro follows:] 
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Mr. Chairman and Members of the Subcommittee: 

We are pleased to discuss the results of our audit of the United 
States government's consolidated finemcial statements. The Chief 
Financial Officers (CFO) Act, as expanded by the Government 
Management Reform Act, requires the Secretary of the Treasury, in 
cooperation with the Director of the Office of Management euid 
Budget (0MB), to annually prepare these statements, beginning with 
those for fiscal year 1997, and GAO is required to audit them. 
Yesterday, the first consolidated financial statements for the 
U.S. government, along with our report, were suJomitted to the 
Congress etnd the President by the statutory deadline. 

The preparation of this historic document is the latest product of 
a series of reforms with the goal of producing much needed 
improvements in the federal govemsioit's financial numagement. 
These efforts have included the development and issuance of a new 
set of generally accepted accounting standards for the federal 
government . ' 

In 1990, the CFO Act established a pilot program under which a few 
agencies began preparing and auditing financial statementa . 
Following the successful pilot program, each of the government's 
24 largest departments and agencies was statutorily required to 
annually produce audited financial statements using the new 
accounting standards, beginning with fiscal year 1996. 

These reforms now subject the federal govemnant to the same 
fiscal discipline isgiosad for years on the private sector and 
state euid local govemsients. This discipline is needed to correct 
long-standing serious weaknesses in financial management systems, 
controls, and reporting practices. Considerable effort is 
underway across govemswnt to maJce n e e d ed improveawnts and 
progress is being taade, knit it will take concerted, sustained 
attention to rectify years of inattention. 

The most serious challenges are frasmd by the results of our audit 
of the consolidated financial scataoents of the U.S. govemnant 
for fiscal year 1997. in summary, significant financial systems 
weaknesses, probleav with fundamental recordkeeping, incomplete 
documentation, and weak internal controls, including computer 
controls, prevented the government from accurataly reporting a 
large portion of its assets, liabilities, and costs. These 
deficiencies affect the reliability of the consolidated financial 
statements and much of the underlying financial information. They 


'Federal accounting standards are developed and rec oamen ded by the 
Federal Accounting Standards Advisory Board, which was established 
in October 1990 by the Secretary of the Treeisury, the Director of 
the Office of Management and Budget, and the Comptroller General. 
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also affect the government's ability to accurately measure the 
full cost and financial performance of programs and effectively 
and efficiently manage its operations. Major problems included 
the federal government's inability to 

-- properly account for and report billions of dollars of 
property, equipment, materials, and supplies; 

-- properly estimate the cost of most federal credit programs and 
the related loans receivable and loan guaremtee liabilities; 

-- estimate and report material amounts of environmental and 
disposal liabilities and related costs; 

-- determine the proper amount of various reported liabilities, 
including postretirement health benefits for military auid 
federal civilian employees, veterans compensation benefits, 
accounts payable, and other liabilities; 

-- accurately report major portions of the net costs of government 
operations ; 

-- determine the full extent of improper payments that occur in 
major programs and that are estimated to involve billions of 
dollars annually; 

— properly account for billions of dollars of basic transactions, 
especially those between governmental entities; 

-- ensure that the information in the consolidated financial 

statements is consistent with agencies’ financial statements; 

-- ensure that all disbursements are properly recorded; and 

-- effectively reconcile the ch€Uige in net position reported in 
the financial statements with budget results. 

Such deficiencies prevented us from being able to form an opinion 
on the reliability of the consolidated financial statements. They 
are the result of widespread material internal control emd 
financial systems weaknesses that significantly impair the federal 
government's ability to euiequately safeguard assets, ensure proper 
recording of transactions, and ensure compliance with laws and 
regulations. Additionally, (1) serious computer control 
weaknesses expose the government's financial information to 
inappropriate disclosure, destruction, modification, or fraud and 
(2) material control weaknesses affect the government's tax 
collection activities. 

Our audit of the federal government’s consolidated financial 
statements and the Inspectors General (IG) audits of agencies' 
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financial statements have resulted in an identification and 
analysis of deficiencies in the government’s recordkeeping and 
control systems cind recommendations to correct them. Fixing these 
problems represents a significant challenge because of the size 
and complexity of the federal government and the discipline needed 
to comply with new accounting and reporting requirements. Several 
individual agencies that have been audited for a number of years 
faced serious deficiencies in their initial audits and made good 
progress in resolving them. 

With a concerted effort, the federal government, as a whole, can 
continue to make progress toward ensuring full accountability and 
generating reliable information on a regular basis. Annual 
financial statement audits are essential to ensuring the 
effectiveness of the improvements now \inderway, and ultimately, to 
producing Che reliable and complete information needed by 
decisionmakers and the public to evaluate the government’s 
financial performance. They are also central to helping the 
government implement broader management reforms called for by the 
Government Performance cind Results Act. 

The following sections outline (1) our disclaimer of opinion on 
the government’s fiscal year 1997 consolidated financial 
statements, (2) internal controls weaknesses, and (3) serious 
difficulties complying with financial systems requirements. They 
also present information on (1) Che Year 2000 computing problem, 

(2) issues affecting the government’s long-term financial 
condition, and (3) actions underway to iitprove fineuicial reporting 
across Che government . 

DISCLAIMER OF OPINION 

Overall, because we were unable to determine the reliability of 
significant portions of the government's fiscal year 1997 
consolidated fincincial statements, we were unable to express an 
opinion on them. However, we were able to determine Chat amounts 
reported for environmental and disposal liabilities and 
liabilities for veterans compensation benefits are understated by 
material amounts . 

Because of the government's serious systems, recordkeeping, 
documentation, anti control deficiencies, amounts reported in the 
consolidated financial statements and related notes do not provide 
a reliable source of information for decision-making by the 
government or the public. These deficiencies also diminish the 
reliability of any information contained in any other financial 
meinagement information- -including budget information and 
information used to manage the government day-to-day — which is 
taken from the same data sources as the consolidated financial 
statements . 
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The following sections describe material deficiencies we 
identified and discuss their effect on the financial statements 
and the management of government operations. 

Property. Plant and Equipment 

and Inventories and Related Property 

The federal government — one of the world’s largest holders of 
physical assets--does not have accurate information about the 
amount of assets held to support its domestic and global 
operations. Hundreds of billions of dollars of the more than 
$1.2 trillion of these reported assets are not adequately 
supported by financial and/or logistical records. These include 

(1) operating materials and supplies comprised largely of 
ammunition, defense repairable items (such as navigational 
computers, landing gear, eind trauismissions) , and other military 
supplies and (2) buildings, military equipment, and various 
government-owned assets in the hands of private sector 
contractors . 

Because the government does not have complete and reliable 
information to support its asset holdings, it could not 
satisfactorily verify the existence of all reported assets, 
substantiate the amoiints at which they were valued, or determine 
whether all of its assets were included in its fincuicial 
statements. For example, certain recorded military property had, 
in fact, been sold or disposed of in prior years--or could not be 
located — 2 md an estimated $9 billion of known military operating 
materials cind supplies were not reported. These problems impair 
the government's ability to (1) know the location and condition of 
all its assets, including those used for military deployment, 

(2) safeguard them from physical deterioration, theft, or loss, 

( 3 ) prevent unnecessary storage and maintenemce costs or purchase 
of assets already on hand, and (4) determine the full costs of 
government programs that use the assets . 

Loans Rec eivable and 
Loan Gua rantee Liabilities 

Most federal credit agencies responsible for federal lending 
programs were unable to properly report the cost of these 
progreims . Federal credit programs include direct loans and loan 
guarantees for farms, rural utilities, low and moderate income 
housing, veterans’ mortgages, and student loans. As of the end of 
fiscal year 1997, the government reported $156 billion of loans 
receivable $37 billion of liabilities for estimated losses on 
defaulted gueiranteed loans. However, the net loan amounts 
expected to be collected and guarantee amounts expected to be paid 
could not be reasonably estimated because of a lack of historical 
data or other evidence. In addition, some agencies did not have 
adequate information to support the validity of their outstanding 
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direct loans or to track the specific loans that they have an 
obligation to guarantee. 

Until federal credit agencies correct these serious data 
deficiencies, information supplied by them about the cost of their 
credit programs, including information to support annual budget 
requests for these programs, should be used with caution in making 
future budgetary decisions, managing program costs, and measuring 
the performance of credit activities. 

Environm ental Liabilities 

Liabilities for disposal of hazardous waste and remediation of 
environmental contamination, reported at $212 billion, were 
materially understated primarily because an estimate has not been 
developed for major weapons systems, such as aircraft, missiles, 
ships and submarines, and for ammunition. Properly stating these 
liabilities could assist in determining priorities for cleanup 
activities and allow for appropriate consideration of future 
budgetary resources needed to carry out these activities. 

Liabilities 

The systems and data were not available to accurately estimate 
significant portions of the more than $2.2 trillion reported as 
federal employee and veterans benefits liadiilities . For example, 
to estimate the $218 billion reported as military postrecirement 
health benefit licibilities , the government used unaudited budget 
information because the necessary cost data were not available. 
Also, the federal government cannot provide adequate assurance 
about the reliability of historical claim information at the 
insurance carrier-level used to estimate the $159 billion reported 
for civilian postretirement health benefit liabilities. 

Additionally, the estimated liability for veterans compensation 
benefits is materially understated because it does not include 
estimates for anticipated changes in disability ratings and for 
incurred claims not yet reported. In addition, some agencies do 
not maintain adequate records and controls or have systems to 
ensure the accuracy and completeness of data used to calculate 
estimates of a reported $98 billion of accounts payable and a 
reported $169 billion of other liabilities such as those for 
litigation. 

These problems significantly affect the determination of the full 
cost of the government's current operations, as well as the extent 
of actual liabilities. Further, commitments and contingencies 
were not properly reported because many amounts represent Che 
maximum risk exposure rather than the amount of loss that is 
reasonably possible and certain commitments are not reported. 


5 


GAO/T-ArKD-98-128 



22 


Costs of Government Operations 

The government was unable to support significant portions of the 
more than $1.6 trillion reported as the total net costs of 
government operations. The previously discussed material 
deficiencies in reporting assets and liabilities and the lack of 
effective reconciliations, as disciissed below, also affect 
reported net costs. Further, we were unable to determine whether 
the amounts reported in the individual net cost categories 
reported in the Statement of Net Cost and in the subfunction 
detail following the statement were properly classified. Without 
accurate cost information, the federal government is limited in 
its ability to control and reduce costs, assess performance, 
evaluate progrcims, and set fees to recover costs where required. 

The government is also unable to determine the full extent of 
improper payments --that is, payments made for other chan valid, 
authorized purposes. In this regard, estimates of improper 
payments in major federal programs, such as Medic«ure, total in the 
billions of dollars annually. The full extent of such payments, 
however, is unknown because many agencies have not estimated the 
magnitude of improper payments in their programs. The reasons for 
improper payments rauige from mistakes to fraud 2 ind abuse. Such 
payments are likely to continue until agencies implmnent better 
systems eind controls. 

Unreconc iled Transactions 

To make the consolidated fincuicial statements bal 2 mce. Treasury 
recorded a net $12 billion item on the Statement of Changes in Net 
Position, which it labeled unreconciled transactions. This out- 
of-balance amount is the net of more than $100 billion of 
unreconciled transactions- -both positive and negative amounts-- 
which Treasury attributes to the government's inability to 
properly identify and eliminate transactions between federal 
government entities and to agency adjustments that affected net 
position. 

Agencies' accounts can be out of balance witb each other, for 
example, when one or the other of the affected agencies does not 
properly record a transaction with another agency or the agencies 
record the transactions in different time periods. These out-of- 
balance conditions cein be detected and corrected by instituting 
procedures for reconciling transactions between agencies. 
Generally, such reconciliations are not performed. These 
unreconciled transactions result in. material misstatements of 
assets, liabilities, revenues, and/or costs. 
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greparation of Consolidated 
Fincmcial Statements 

The federal government cannot ensure that the information in the 
consolidated financial statements is consistent with agency 
financial statements. Treasury relies on agencies to submit data 
needed to prepare the federal government’s consolidated financial 
statements. Such data consists of approximately 2,000 individual 
reporting components, each having many account balances. However, 
several agencies were unable to provide assurcuice that amounts 
submitted to Treasury agreed with their agency financial 
statements. In addition, many agencies needed to make significant 
subsequent adjustments to their sulxnissions in an effort to 
properly classify amounts la the consolidated financial 
statements . 

We found further misstatements, which Treasury corrected, 
totalling several hundred billion dollars in agency-submitted 
information primarily because (1) agencies submitted incorrectly 
coded fineuicial data chat contributed to the unreconciled 
transactions described above, (2) agencies recorded similar 
transactions in different general ledger accounts, and (3) certain 
amounts were materially misallocated to net cost categories. 

These problems are confounded by the substantial volume of 
information siobmitted, limitations in the federal government's 
current general ledger account structure, and the significant 
amount of other information chat Treasury must gather to prepare 
Che consolidated fineuicial statements. As a result, additional 
misstatements in the government's consolidated financial 
statements could exist. 

Casb^ Disb ursement Activity 

Several major agencies are not effectively reconciling 
disbursements . These reconciliations are a key conCrol--similar 
in concept to individuals reconciling personal checkbooks with a 
bank's records each month. However, there were (1) billions of 
dollars of unresolved gross differences between agencies' and 
Treasury records of cash disbursements as of the end of fiscal 
year 1997 and {2) large amounts of unresolved differences 
arbitrarily written off by some agencies without adequately 
determining whether their records may, in fact, have been correct. 
As a result, the government is unable to ensure that all 
disbursements are properly recorded. 

Reconciling the Change In Net 
Position With Budget Results 

The government did not have a process to obtain information to 
effectively reconcile the reported change in net position of 
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$3 billion and the reported budget deficit of $22 billion. The 
reconciling items comprising the difference are typically the 
result of timing differences in the recognition and measurement of 
revenue and costs. Under budgetary accounting, the budget deficit 
reflects outlays and receipts that generally are measured on a 
cash basis. For financial statement reporting purposes, costs are 
reported when incurred rather than when paid. Federal 
decisionmakers use budgetary accounting to control the use of 
funds and for fiscal planning. Once the federal government 
produces reliable consolidated financial statements, an effective 
reconciliation would provide additional assurance of the 
reliability of budget results. 

MATERIAL CONTROL WE AKNESSES 

We found pervasive material weaknesses^ in internal controls across 
government that contribute to these deficiencies. These 
weaknesses, such as the lack of effective reconciliations and 
poorly designed systems, result in ineffective controls over 
(1) safeguarding the federal government's assets from unauthorized 
acquisition, use. or disposition, (2) ensuring that transactions 
are executed in accordance with laws governing the use of budget 
authority cind with other relevant laws and regulations, and 
(3) ensuring the reliability of financial statements. 

We also found that widespread and serious computer control 
weaknesses affect virtually all federal agencies and significantly 
contribute to many material deficiencies discussed above. 

Material control weaknesses also affect the government’s tax 
collection activities. 

Computer Control Weaknesses 

Widespread computer control weaknesses are placing enormous 
amounts of federal assets at risk of fraud and misuse, financial 
information at risk of unauthorized modification or destruction, 
sensitive information at risk of inappropriate disclosure, and 
critical operations at risk of disruption. Significant 
information security weaknesses in systems that handle the 
government's unclassified information have been reported in each 
of the major federal agencies. The most serious reported problem 
is inadequately restricted access to sensitive data. In today's 
highly computerized euid interconnected environment, such 


^A material weakness is a condition in which the design or 
operation of one or more of the internal control components does 
not reduce to a relatively low level the risk that errors or 
irregularities in amounts that would be material to the financial 
statements may occur and not be detected promptly by employees in 
the normal course of performing their duties . 
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weaknesses are vulnerable to exploitation by outside intruders as 
well as authorized users with malicious intent. 

The consequences of computer control weaknesses could be 
devastating and costly--for instance, placing billions of dollars 
of payments and collections at risk of fraud and impairing 
military operations. In addition to these potential consequences 
at Treasury and Defense, identified weaknesses at agencies such as 
Che Department of Health and Human Service's Health Care Fineuicing 
Administration and Che Social Security Administration place 
sensitive medical euid ocher personal records at risk of 
disclosure. 

Because computer control weaknesses are pervasive across 
government, in February 1997, we added information security Co our 
list of federal high-risk areas.’ The problem persists, in large 
part, because agency managers have not fully instituted a 
fr 2 unework for assessing risk and ensuring that necessary policies 
and controls are in place and remain effective on an ongoing 
basis. Over the past 2 years, we and the lOa have issued more 
chan 70 reports chat identify computer control weaknesses in the 
federal govemstenC and made recoamendations to address them. 

Tax Collection Activities 

The federal govermssnC has loacerial weaknesses in controls related 
CO its tax collection activities, indiich affect its ability to 
efficiently and affectively account for and collect the 
govemmant's ravaoue.* This situation requires extensive reliance 
on ad hoc progranming and analysis and material audit adjustments 
to prepare basic financial information. For example, Che 
government currently does not obtain information necessary Co 
identify tax collections by every type of tax at the cism of 
collection. As a result, the government cazmoc separately report 
revenue for three of the four largest revenue sources--5ocial 
Security. Hbspital Insurance, and Individual inco s ie taxes. 

Because of this, the government had to report these three tax 
types in the sasie line item on the Consolidated Stataownt of 
Changes in Net Position. Additionally, excise tax revenues are 
distributed to the relevant trust funds based on asses sm ents 
rather than, as required by the Internal Revenue Code, on 
collections. 


■High-Risk Series: An Overview (GAO/HR-97 -1, P^jruary 1997) and 
Hitrti-Risk Series: Information Management and Technology (GAO/HR- 
97 -9, February 1997). 

♦Financial Audit: F-xani nation of IRS' Fiscal Year 1997 Custodial 

Financia l statamanra (GAO/AIIlD-98-77 . F ebr u ar y 26, 1998) . 
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Serious weaknesses also affect the federal government's ability to 
effectively manage its taxes receivable and other unpaid 
assessments.^ The lack of appropriate subsidiary systems to track 
the status of tcixpayer accounts affects the government's ability 
to make informed decisions about collection efforts. This 
weakness, for example, has resulted in the government pursuing and 
collecting, from individual taxpayers, taxes that had already been 
paid. Additionally, the federal government is vulnerable to loss 
of tax revenue due to weaknesses in controls over disbursements 
for tax refunds. The government does not perform fundamental 
verification procedures to ensure the validity of amounts claimed 
by taxpayers as overpayments prior to making disbursements for 
refunds. Consequently, it does not have effective controls to 
prevent the inappropriate payment of refunds, increasing its 
exposure to lost revenue. 

FINANCIAL SYSTEMS REQUIREMENTS 
GENERALLY NOT MET 

The Federal Financial Management Improvement Act of 1996 requires 
auditors performing financial audits under the expanded CFO Act to 
report whether agencies' financial management systems comply 
substantially with federal accounting standards, financial systems 
requirements, and the government's standard general ledger at the 
transaction level. We reported in October 1997‘ that prior audit 
results and agency self-reporting all point to significant 
challenges that agencies must meet to fully inclement these 
requirements. The significant financial manag«nent deficiencies 
discussed throughout this report underscore the challenge. 

The majority of federal agencies' financial management systems are 
not designed to meet current accounting standards and systems 
requirements and cannot provide reliable financial information for 
managing government operations ^md holding meuiagers accountable. 
Auditors' reports for fiscal year 1997 agency financial audits are 
disclosing the continuing poor shape in which agencies find their 
financial systems. As of the date of our audit report, only four 
agency auditors have reported that their agency's financial 
systems comply with the act's requirements. 


^Other unpaid assessments consist of amounts for which (1) neither 
the teucpayer nor a court has affirmed that the amounts are owed 
and (2) the government does not expect further collections due to 
factors such as the taxpayer's death, bankruptcy, or insolvency. 

‘ Financial Management; Implementation of the Federal Financial 

Managemen t Improvement Act of 1996 (GAO/AIMD-98-1 , October 1, 

1997) . 
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YEAR 2000 COMPUTING CRISIS 

The Year 2000 computing crisis is the most sweeping and urgent 
information technology challenge facing pubic and private section 
organizations.^ In recent testimony® before the Subcommittee, we 
discussed the need for strong leadership and effective 
public/private cooperation to avoid major disruptions due to the 
Year 2000 computing crisis. The federal government is extremely 
vulnerable due to its widespread dependence on computer systems to 
deliver vital public services and to Ccirry out financial 
operations, such as processing financial transactions, reporting 
financial information, controlling property, and collecting 
revenue. While some progress has occurred in addressing the Year 
2000 problem, a great deal of additional effort is required to 
prevent serious disruptions in government operations and in 
financial transactions and reporting. 

This challenge is made more difficult by the age and poor 
documentation of Che government's existing systems and its 
lackluster Crack record in modernizing systems to deliver expected 
improvements and meet promised deadlines. Consequently, we 
surfaced the Year 2000 con^juting crisis as a high-risk area across 
government in February 1997 . 

In the past year, we have issued over 20 reports outlining actions 
underway in a wide range of federal activities to address this 
challenge and providing numerous recommendations for additional 
improvements needed. The President recently created a Council on 
Year 2000 Conversion, led by an Assistcuit to the President, to 
oversee federal agencies' Year 2000 efforts, speak for the United 
States in national and international forums, and coordinate with 
governments at all levels, as well as with the private sector. We 
will continue to monitor this situation and make needed 
recommendations . 


’For the past several decades, information systems have typically 
used two digits to represent the year, such as "98" for 1998, in 
order to conserve electronic data storage euid reduce operating 
costs. In this format, however, 2000 is indistinguishable from 
1900 because both are represented as "00." As a result, if not 
modified, computer systems or applications that use dates or 
perform date- or time -sensitive calculations may generate 
incorrect results beyond 1999. 

" Year 2000 Computing Crisis : Strong Leadership and Effectiv.S 
Public/Private Cooperation Nee d ed to Avoid Manor Disruptions 
(GAD/T-AIMD-98-1Q1, March 18, 1998). 
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FINANCIAL STATEMENT AND BUDGET DECISIONS: 

ADDING THE LONG-TER M PERSPECTIVE 

When the government is able to produce them, reliable consolidated 
financial statements will be a valuable tool for analyzing the 
government's financial condition. They will also help inform 
budget deliberations by providing additional information beyond 
that provided in the budget on the long-term cost implications for 
a wide range of government programs . The largely cash-based 
budget and the financial statements offer different perspectives 
which, when combined, can provide a fuller view of the costs of 
agency programs and of Che government's commitments. 

A view of the long-term sustainability of fiscal policies can also 
be helpful to decisionmakers considering Che government's 
financial position and making decisions about resource allocation. 
Such a picture requires projections of spending and revenues into 
the future. In this context, the sovereign power to tax emd the 
implied commitments of social insurance pcogcams--such as Social 
Security and Medicare — must be considered in addition to those 
items chat are quantified in Che financial statements. For 
example, if the combined Social Security Crust funds' 
disbursements exceed receipts, as currently estimated to occur in 
2012, Che government's financing needs will increase. Since 1992, 
in a secies of long-term simulations, we have ^ulalyzed various 
fiscal policy alternatives and their long-term sustainability.* 

FnaMCIAL MMaGEIlEai 

IMPROVEMENTS OMDERWAT 

Several individual agencies Chat have be«i audited for a number of 
years faced serious deficiencies in their initial audits and made 
good progress in resolving them. For example, we conducted audits 
of IRS' financial statements since fiscal year 1992. During our 
first audits, we identified serious problems and were unable to 
give an opinion on IRS' financial statements. IRS was conmicced 
Co resolving Che problems, and we were able to express an 
unqualified opinion on its custodial financial statements for 
fiscal year 1997 . These financial statements reported over 
$1.S trillion of tax revenue, $142 billion of tax refunds, and 
$28 billion of net federal taxes receivable . “ 


’The most recent of these reports are Budget Issues : Long-Term 
Fiscal Outlook (GAO/T-MMD/OCE-98-83 , February 25, 1998) and 
Budget I ssues: Analysis of Long-Term Fiscal Outlook 
(GAO/AIMD/OCE-98-19, October 22, 1997) . 

’’Financial Audit: BtamiMtign o£ IRS' Fiacfll year 1937 Custodial 

Financial Statements (GAO/AIMD-98-77 , February 26, 1998). 
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In another case at Treasury, we audited and expressed an 
unqualified opinion on the Schedule of Federal Debt Managed by 
Treasury's Bureau of the Public Debt." This schedule reported 

(1) $3.8 trillion of federal debt held by the public comprising 
individuals, corporations, state or local governments, the Federal 
Reserve System, and foreign governments and central banks, 

(2) $1.6 trillion of federal debt held by federal entities, such 
as the Social Security trust funds, and (3) $246 billion of 
interest on federal debt held by the public. 

At the completion of our field work, several agencies have 
received unqualified opinions on fiscal year 1997 financial 
statements. These agencies are the: 

-- Social Security Administration. 

-- National Aeronautics cmd Space Administration. 

-- Nuclear Regulatory Commission. 

-- Department of Energy. 

-- General Services Administration. 

-- Department of Labor. 

-- Small Business Administration. 

-- Environmental Protection Agency. 

The executive brauich recognizes the extent cuid severity of the 
financial management deficiencies discussed in this report and 
Chat addressing them will require concerted improvement efforts 
across government. Financial management has been designated one 
of the President's priority management objectives, with the goal 
of having performance and cost information in a timely, 
informative, and accurate way, consistent with federal accounting 
standards. Also, the administration has made a commitment to 
corr$»lete audits and gain unqualified opinions for all CFO Act 
agencies and Che government as a whole. 

To help achieve this goal, strategies are being established 
involving specific agencies. For example, plauis at the Department 
of Defense include coit^leting a new accounting systems 
architecture, reviewing inventory accounting processes, and 
developing a departmentwide property accountability system. 
Treasury and 0MB are developing plans to improve the accuracy and 
timeliness of governmentwide accounting and reporting. 

0MB is also working with individual agencies to address problems 
precluding unqualified audit opinions, which will require Che 
active involvement of individual agency IGs as well. We will 
continue to focus on financial systems and internal control 


“ Financial Audit: Examination ot the Bur eau q£ th e Pyblig Psbt's 
Fiscal Year 1997 Schedule of Federal Debt (GAO/AIMD-98-65 , 
February 27, 1998) , 
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deficiencies at particular agencies. For example, we have issued 
a series of reports^ on the factors to be considered and the data 
that must be availeU?le to meet accounting standards for Defense's 
environmental euid disposal liabilities. Also, we plan to further 
evaluate Defense's property and logistical systems to recommend 
additional corrective actions to address wea)cnesses in accounting 
for major asset categories on the financial statements. We are 
also working with the major credit agencies to improve reporting 
of loans and loein guarantees. 

In addition, the coordinated efforts of Treasury and 0MB will be 
required to identify and provide solutions for certain 
governmentwide deficiencies, such as the inability to properly 
identify and eliminate tr 2 Lnsactions between federal entities. We 
will continue to provide suggestions for resolving governmentwide 
problems and to monitor progress in overcoming them. 


We appreciate the cooperation cuid assistauice we received from the 
Chief Financial Officers and Inspectors General throughout 
government, as well as Department of the Treasury and Office of 
Management and Budget officials, in carrying out our 
responsibility to audit the govemmenfs consolidated financial 
statements. We look forward to continuing to work with these 
officials to achieve the CFO Act’s financial management reform 
goals . 

Mr. Chairman, this concludes my statement. I would be happy to 
respond to any questions that you or other members of the 
Committee may have at this time. 


(919202) 


^^ Financial Management: Factors to Consider in Estimating 
Environmental Liabilities for Removing Hazardous Materials in 
Nuclear S ubmarines and Shins (GAO/AIMD-97-135R, August 7, 1997), 
Financial Management: OOP's Liab ility for Aircraft Disposal Can 
Be Estimated (GAO/AIMD-98-9, November 20, 1997) , Financial 

Management : POP's Liability fo r the Disposal of Conventional 

Ammunition Can Be Estimated (GAO/AIMD-98-32 , December 19, 1997), 
and Financial Management: PO P's Liability for Missile Disposal 
Can Be Estimated (GAD/AIMD-98-50R, January 7, 1998). 
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Mr. Horn. I thank you for your usual outstanding presentation 
here, without a note in front of you, I might add. And we’re going 
to need your chair temporarily, Mr. Assistant Controller General, 
for the majority leader. So, Gene, take a seat there where you can 
relax, and we’re going to have the majority leader of the U.S. 
House of Representatives come forward for testimony on this. 

Let me say, as Dr. Armey comes here, he’s not only a Ph.D. and 
a former professor, a Ph.D. in economics, but he has been the real 
leader in terms of the Congress reviewing the Results Act strategic 
plans, in terms of the performance indicators that are going to 
grow out of these plans, and I might say, from my study of Con- 
gress, for 200 years — not for me, but for the period — no majority 
leader in history has ever taken as much of an interest in getting 
results out of the executive branch as this majority leader. So, Mr. 
Armey of Texas, we’re delighted to have you. 

Mr. Sessions. Mr. Chairman, I’d ask for a point of personal 
privilege. 

Mr. Horn. You mean two Texans shouldn’t be in the room at the 
same time. [Laughter.] 

Mr. Sessions. Mr. Chairman, I would like to state that — adding 
on to what you’ve said, that I believe that Congressman Armey not 
only has consistently been but is the greatest Congressman in the 
history of the U.S. Congress. And I’m very proud to have him as 
our majority leader because he is worried about things that people 
who sit around their famil/s tables talk about. That’s what he 
talks about, daily, that we should be concerned with here in Con- 
gress. And when we’re talking about people and problems, he be- 
lieves there’s no problem in this country that cannot be solved, but 
it takes people who can work hard on that and can be honest and 
tell the truth about it, and that’s our Dick Armey. Thank you. 

Mr. Horn. You obviously are in a friendly climate here. 

STATEMENT OF HON. RICHARD ARMEY, A REPRESENTATIVE 

IN CONGRESS FROM THE STATE OF TEXAS, AND MAJORITY 

LEADER OF THE U.S. HOUSE OF REPRESENTATIVES 

Mr. Armey. Thank you, Mr. Horn, and thank you, Mr. Sessions. 
Let me thank this committee for the hard work you’ve already in- 
vested in this subject and for holding these hearings. Let me thank 
the General Accounting Office for the enormous effort they’ve put 
forth with over 300 people that have been working on this. 

I was listening to Gene Dodaro, from GAO, and thinking about 
my own daughter, who is an internal auditor with a fairly large 
corporation in Dallas. It just causes me to want to begin my state- 
ments by saying, pity the poor auditor. Wherever he or she shows 
up, they are inevitably the skunk at the garden party. Nobody 
wants to see them there. They’re going to be a bother, they’re going 
to be trouble, they’re going to be accurately measuring what you 
do and how you do it, and what you’ve done with the resources, 
and hold you accountable. 

And it’s not a pleasant job, but, you know, the interesting thing 
about it is it’s a job that is done, if only at the most intuitive levels, 
by all of us. It’s a job that we recognize, again, if only intuitively, 
must need to be done. We do it, for example, in the casual business 
of sitting around the kitchen table examining our budgets, and 
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wondering, how did we do, are we doing well, have we met our pri- 
orities, do we need to reallocate, where was the waste and the inef- 
ficiency? 

My wife and I do that and one of the things that’s interesting 
about it is that in this kind of relationship, we’ve become each oth- 
er’s auditors. I couldn’t help but reflect that I’ll be talking in a lit- 
tle detail later about some of the problems you have when things 
get lost — my auditor, that is, my wife, Susan, caught up with me 
just last week when she recalled that some time ago I had bought 
a small and portable $500 bass boat which I had subsequently lent 
to my sons, which they subsequently lent to someone else, and we 
now realize that it has been subsequently lost. My auditor held me 
accountable for it. 

And as I go home at recess, one of the things that I will do, in 
addition to working with my constituents, is comply with the re- 
sults of the audit and find that little bass boat. These things must 
be done. Well that may be a whole new example of the way we con- 
duct this process rather informally among ourselves. 

As, of course, enterprises become larger and more sophisticated, 
more complex, then auditing becomes more of a formal and more 
of a rigorous process following defined procedures. We understood 
the need for auditing when we assumed the majority of Congress 
in January 1995, and one of the first things we did was the first 
ever audit of Congress, the House of Representatives. 

We were amazed at the state of disorder we found. It took us a 
long time, of course, to fully comprehend what all needed to be cor- 
rected, and how we might best correct things, but at this point, we 
are now able to operate the legislative branch of Government at 
$150 million a year less than it was operating before we took it 
over. 

So the first thing that I would say to each and every one of these 
agencies that we will deal with is, if you feel like the House is be- 
leaguering you, at least be consoled by the fact we started with 
ourselves some ‘IVi years ago. And we are trying to find, and con- 
tinuing to find each day, better opportunities to comply with the 
audit. 

The first time ever audit of the Federal Government has been an 
enormous task, and it has been, I suppose, a discouraging set of 
discoveries. On the other hand, if even in our own families we were 
to go for any extended period of time without these kitchen table 
audits, we would probably find things in a bit of a mess, too. So 
we shouldn’t be alarmed, and I don’t think we ought to be discour- 
aged. I think, in fact, we ought to understand that these discov- 
eries, this information, this good work by the General Accounting 
Office, brings clarity of understanding to what it is we have, how 
are we effectively using our resources, and how can we improve. 

So I would hope that my short remarks today would be a mes- 
sage of encouragement to everybody. The auditing we know is a 
painful process, but it’s a necessary process and can be a very, very 
beneficial process. 

I am struck Iw some of the discoveries we had. The fact that we 
end up with a $12 billion plug in the budget just to make the re- 
sults come out. Sometimes in commercial enterprise that’s called 
owner’s equity. But you have to make your assets equal your debits 
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on paper as they do in fact in real life. But the more you can ac- 
count that, and the more you can pare such a plug as this down 
to a smaller and smaller number, the more you will have a more 
whole and complete accounting. 

I was also struck by some of the things we discovered, what we 
do have, and some of the things we discovered of what we do not 
have. Pete Sessions has learned that the Pentagon owns a 200-year 
supply of raincoats. And, you know, my first reaction is, well, ev- 
erybody thinks they ought to have a rainy day fund; maybe this is 
the Pentagon version of that. I don’t know. But I don’t know how 
much we need a 200-year supply of raincoats and perhaps exces- 
sive inventories, if properly understood, and properly controlled, 
might be able to give us some of the cost efficiencies that our de- 
fense actually, literally needs. 

So, again, I would see this discovery as information obtained that 
will help the military to be more effective and, if you’ll pardon the 
pun, get better bang for their buck on the field. 

The things that I found that were lost, apparently, were some 
solace to me. And I’ll be happy to point these out to my wife when 
I go home and she finds me defending my $500 portable bass boat. 
Someplace in the Government we have lost two utility boats valued 
at $174,000 each; 2 large harbor tug boats, valued at $875,000 
each; one floating crane valued at $468,000 — ^you know, one of the 
things that amazes me, and I’m always impressed at the heights 
that are attainable by the Government, how can you lose a crane 
that size? You would think somebody would notice it somewhere. 
But we also have 15 aircraft engines, including the two F-18 en- 
gines valued at $4 million each; and then one — and sometimes 
these things, I might say, can be distressing too, an Avenger mis- 
sile launcher valued at a $1 million. 

I think we have a picture of this missile launcher. Now that’s not 
your average recreational vehicle. I’m going to just bet that some- 
body in America has seen this, and as a citizen’s duty, might want 
to report to us where this is being operated. Certainly not on the 
deserts of southern California, Mr. Chairman, but it’s conceivable 
it could show up in Texas. 

At any rate, while I think we ought to keep our sense of humor, 
we should also appreciate that this is an audit that is comprehen- 
sive, complete, and rigorous, and a first, unique event in the his- 
tory of so many people in this government. The discipline of audits 
that are known to be essential to the effective operation of any en- 
terprise in the private sector. We should know that this audit has 
purposes discovering, acquiring information, coordinating informa- 
tion, and clarifying of knowledge about ourselves in the perform- 
ance of our duty, that if taken with a good sense of humor and a 
good appreciation for one another and our foibles, because each and 
every one of us have them. I’m sure that I’ve just created before 
us now the most famous lost portable bass boat in America. 

But, let’s keep our sense of humor while at the same time we re- 
tain a disciplined respect for the process, for the need to conduct 
the process, and a healthy optimism, and a great expectation for 
what results we can obtain on behalf of the American people as we 
complete this. 
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Now, one final point. There is a natural resistance to change, and 
to disciplined change, and especially when it is somebody like an 
auditor, from the outside, showing up with their good advice. And 
I’m fond of pointing out to people, I don’t need your good advice, 
I can get into trouble on my own. 

There will be, I think, a resistance. We are asking the Govern- 
ment to take on — and each and every agency — a new discipline, a 
new self-examination, a new acceptance of criticism, and new a re- 
solve to correct mistakes, errors, and misallocations of resources. 
We need to approach that with an understanding that this is not 
easier for somebody in an agency down the street than it is for you 
and for me in our own personal lives or in the operation of the con- 
gressional office, or in the operation of the committee. But these 
things are necessary, and they’re part of our duty and responsibil- 
ity to the taxpayers. 

I know that in Washington, it is popular to encourage people by 
using the greatest encourager of all, the expression, you owe it to 
yourself. But in this case, that is not where the debt lies. We owe 
it to the American people, and to the service that Government 
must be in the lives of the American people — to accept this rigor, 
accept this responsibility, accept this duty, and see the job through. 

So, once again, let me thank you, Mr. Horn, for your work in the 
committee. Your discovery has already been very important and 
very encouraging to other congressional committees and agencies. 
And let me thank the GAO, probably the largest and most mis- 
begotten group of skunks at garden parties in America today, but 
the/re doing a good job, and we love them. So thank you. 

[The prepared statement of Hon. Richard Armey follows:] 



35 


Statement of Dick Armey, House Majority Leader 

April M998 

First Taipayer Scorecard on the Government’s Financial Accountability 
Is it an April Fool? 

With the April 1 S deadline approaching, many Americans are now finishing their tax returns to 
send to Wa^ington. They’ve done the hard work, and they’ve kept track of their spending and 
receipts. One would expect the government itself would do the same. 

The sad fact is that this is not the case. The government has been spending the hard-earned 
money of American people without adequate accountability. 

Although it may be April Fool’s E>ay, what we have found in this first government-wide audit is 
no joking matter. 

Yesterday, the federal government issued the very first financial audit of the federal government. 

1 call it the first taxpayer scorecard on the government 's financial accountability. The data found 
in the financial reports was not reliable enough to allow GAO to even render an opinion on the 
statements. 

Remarkably, Congress found out, through our efforts to implement the Government Performance 
and Results Act, that the government has precious little information on whether existing programs 
are effective in achieving the intended results or not. Now, we know there is little credible cost 
information on the operation of the government. 

What would the IRS do to a business or taxpayer if the books looked like this? IRS agents would 
camp out in their home or office and count ever penny to make sure that Uncle Sam got its fair 
share. They would put liens on property; they’d repossess items; they’d prosecute. They might 
even lock the doors and throw the business owners in jail, for negligence, embezzlement or 
worse. A large private company could find that the SEC would prevent them from issuing any 
securities if their audit revealed similar poor financial information. States and local governments 
could risk having their federal funding curtailed if they didn’t provide Washington with a clean 
audit. 

When Republicans became the majc»ity party for the first time in 40 years in 1994, we made a 
promise. We promised the American public that we would change the way Washington works 
and thinks. And with each step we take — we get closer to a goal of a smarter, smaller, more 
common-sense government. 

Among the most troubling findings to me of the first ever government- wide audit: 

The $12 Billion Ping 

Large corporations with many subsidiaries must cowdinate their financial statements. And the 
$ 1 .9 trillion operation of our federal government must show how the Cabinet level agencies all fit 
together. However, the federal government could not get the financial numbers to add up. The 
audit shows that they have inserted a S12 billion “plug” to fix their unreconciled transactions 
between federal agencies. 


I 
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The Misiing laventory 

The first ever audit has disclosed that the U.S. Govorunent owns more than $1.2 trillion in assets, 
bou^t with taxpayers* dollars. 

As my colleague from Texas, Pete Sessions, has learned — the Pmtagoo, among other things, 
owns a 200 year supply of raincoats. They sure know how to keep track of raincoats, but they 
have problems keeping track of ejqrensive equipment like those t^ Senator Thompson identified 
yeste^y: 


• two utility boats values at $174,000 each; 

• two large Harbor Tug boats valued at $875,000 each; 

• one floating crane valued at $468,000; 

« 15 airoaft engines including two F-18 oigines valued 9t $4 million each; and 

• one Avm^ Missile Launclw valued at $1 million, (poster shown) 

And this is just what the auditors were actually able h> discover. 

Snnimary 

We need a govenunent that is accountable to taxpaym. If we are ever to assure the public that 
the govonment is q>ending their haitteamed dollars wisely, we must have credible cost 
informaticHi and credible performance measures th^ make sense. 

That's v^y this Congress is focusing so heavily on obtaining systematic, credible information 
about the operation of the federal govemmenL Throughout all the congressional committees, a 
watchful public will see this Congress using the Results Act implementation to find out where 
federal programs and activities are going, how they edil get there and setting up measurement fo 
keep thm on track. We need honest cost information about federal activities too. 

The federal govenunent m^ces decisions daily about spending $1.9 trillion of taxpayer dollars; 
Washington manages a $850 billkm loan portfolio. Americans need to have confidetice that 
Washington is not wasting dieir money. 

We need to have honest information to make smarter decisions about fedenU programs - what’s 
woikii^ whit’s wasted. 

Today's news may be sobering. It should be a wake up call fix all of us, but especially fx the 
Administratkm who is respruisible fx setting out a plan of immediate, corrective action. The 
Congress now raewe folly ^tpreciates the hard work ahead of us. There will be consequences for 
pox management x for waste and fraud diat is identifiable. The Results Caucus Members, 
spearheaded by Pete Sessixis b posed to wxk pro gram by prognm, problem by problem to sack 
solutions and save taxpayer dollars. Ovx time, and with focused atlentixi, this Congress will 
make Wa^ington w<^ for the American taxpayers, and nX have American taxpayers working 
fix Washington! 
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Mr. Horn. Thank you very much for your testimony. I remem- 
ber, as a 10-year-old, seeing something like that, without the mis- 
sile bit. They used to call it the duck. And I’m thinking maybe if 
you got one of those old ducks that you’d have a very good bass 
boat, so, good luck. 

Now, we will go to the second panel, and Mr. Dodaro can have 
a rest for a while, and then we’ll ask him to come back after the 
second panel is concluded. And that is the panel from the adminis- 
tration. We have today Mr. Edward DeSeve, the Controller and 
Acting Deputy Director for Management of the Office of Manage- 
ment and Budget, which is the President’s essential organization to 
manage the executive branch of the Government, on his behalf. 
And Mr. Gerald Murphy, the Senior Advisor to the Under Sec- 
retary for Domestic Finance in the Department of the Treasury, 
and he’s accompanied by the Honorable John D. Hawke, Under 
Secretary for Domestic Finance of the Department of the Treasury. 

Gentlemen, you know the routine here, also. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that all three witnesses have af- 
firmed the oath. 

And please proceed in any order you’d like. I have down Mr. 
DeSeve, but if the Under Secretary would like to speak — we’ll start 
with Mr. DeSeve who has been managing this process within the 
executive branch. Thank you. 

STATEMENTS OF EDWARD DeSEVE, CONTROLLER AND ACT- 
ING DEPUTY DIRECTOR FOR MANAGEMENT, OFFICE OF 

MANAGEMENT AND BUDGET; GERALD MURPHY, SENIOR AD- 
VISOR TO THE UNDER SECRETARY FOR DOMESTIC FI- 
NANCE, DEPARTMENT OF THE TREASURY; AND JOHN D. 

HAWKE, UNDER SECRETARY FOR DOMESTIC FINANCE, DE- 
PARTMENT OF THE TREASURY 

Mr. DeSeve. Mr. Chairman, thank you very much. I want to 
thank you, and I want to thank the Members, and I especially 
want to thank Mr. Armey. I thought his remarks were statesman- 
like and right to the point; very well put. 

I’m here today to discuss the results of the first ever audit of the 
Federal Government’s consolidated financial statements. We wel- 
come the Congress’s interest in this process and look forward to 
your support as we continue to work together to correct the dec- 
ades-old weaknesses identified by the General Accounting Office in 
its audit. 

Last night I characterized this as cleaning out a closet that was 
200 years old, and finding things in there that really dismayed you, 
and things that really needed a lot of attention. And that’s the way 
that I feel about this, and that’s the way we’re approaching this. 

The Clinton administration has aggressively advocated account- 
ability, including financial statements audits, since the beginning 
of this administration. In September 1993, the National Perform- 
ance Review recommended that the Federal Government prepare 
an annual consolidated audited financial report. In addition, the 
NPR supported the creation of a comprehensive set of basic ac- 
counting standards for the Federal Government. In the latter in- 
stance, NPR was critical of the amount of time it was taking to put 
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accounting standards in place. The administration, in agreeing 
with the NPR recommendations, committed to have a basic set of 
accounting standards in place, and we’ve met that commitment. 

In 1994, the administration strongly supported, and the Presi- 
dent eagerly signed, the Grovemment Management and Reform Act 
to require all major agencies and the Government as a whole to 
prepare and have audited financial statements. We did this to cre- 
ate a clear basis for addressing accumulated problems in financial 
and asset management. 

We knew from the beginning that this was a massive undertak- 
ing and could not be completed in the first year, nor in the second 
year. For several agencies, it will take many years to gain an un- 
qualified opinion, but we expect to see improvements each year in 
accuracy, reliability, and, Mr. Chairman, in timeliness, of agency fi- 
nancial statements. We’ve seen that progress. 

I have a simpler chart, to some extent, than the one you used, 
but I think it just, as of a point in time, it has the same kinds of 
numbers that you had. In 1994, only 33 percent of agencies were 
audited. Now, in 1997, 96 percent, 23 out of 24, are fully audited. 
One, FEMA, is partially audited. there’s progress in just getting 
the audits done. And, again, 18 percent, 4 agencies, had clean 
statements in 1994. Now, with a couple of the incompletes that you 
appropriately put on your chart — and I applaud your scorecard. I 
think it was well done. I think it was thoughtfully done. Forty-six 
percent of the agencies, with the two we expect — and we could be 
wrong, it could be only one of the two, but we think there will be 
two more — will be audited. 

Is that good? No. We need to do better. We all need to do better. 
We want to show progress each year. 

The first steps toward implementing the Government Manage- 
ment and Reform Act for agency audits, for fiscal year 1996, and 
a Governmentwide audit for fiscal year 1997, were to put in place 
policies and procedures to issue accounting standards. As a found- 
ing member of the Federal Accounting Standards Advisory Board, 
OMB worked with Treasury, other executive branch agencies, 
GAO, CBO, and private sector representatives, in order to create 
the standards from scratch. 

According to the current, well-recognized chairman of FASAB, 
the Federal Accounting Standards Advisory Board, these standards 
were produced quickly compared to other standards-setting bodies, 
and encompass a broader range of issues than those bodies are 
used to dealing with. 

Recognizing that we did not expect to receive an unqualified 
opinion on the first consolidated financial statements, the Presi- 
dent’s fiscal year 1999 budget includes a target for having a quali- 
fied audit opinion on the Govemmentwide statements by fiscal year 
1999. In addition, 23 of 24 agencies target timely, clean opinions 
for fiscal year 2000. 

[Chart shown.] 

Mr. DeSeve. We’ve been tracking these in the financial manage- 
ment community since 1995. This is the executive summary of the 
Federal Financial Management Status Report and 5-year plan. One 
of the things that we want to track are not just the agencies them- 
selves. In many cases, that hides even more important components. 



39 


For example, in the Defense Department, the Army, Navy, Air 
Force, and so on, are components. The IRS is a component. So we 
track those as well. 

We also track Government corporations. There are large Govern- 
ment corporations out there. They’ve had a longer history, and as 
a result, are more successful. On average, as you can see, the com- 
ponents are less successful than the Departments. On average the 
corporations, like the Federal Home Loan Bank System, a very 
large Government corporation, had been doing it longer and are 
more successful. So, here again, we see that if you’ve been at it a 
while, you tend to be good at it. 

We’ve been, in our Federal Financial Management Status Report 
and 5-year plan for 1995, 1996 and, finally for 1997, been tracMng 
this in detail. The CFOs look at these, and keep score on them- 
selves. And you’ll see that timeliness is again shown here. And we 
want to continue to do that. 

In it’s report, GAO states, and we concur, considerable effort is 
already underway to make such improvements to show that 
progress. Several agencies which have been audited for a number 
of years face serious deficiencies in their initial audits, and have 
made good progress in resolving them — and this is a GAO quote — 
“with concerted effort.” And that’s what we’re really here to talk 
about today. The Federal Government as a whole can continue to 
make progress toward generating reliable information on a regular 
basis. 

Mr. Sessions, I agree with you. There is no other standard but 
reliable information on a regular basis that’s acceptable. 

There’s been good progress over the last several years. Specific 
success stories include Government savings identified as a result of 
agency audits, as well as clean opinions for the Internal Revenue 
Service, GSA, Social Security Administration, Bureau of Public 
Debt, and Department of Energy. 

The administration specifically rejected granting waivers. The 
statute, GMRA, allowed us — allowed me, actually — to grant waiv- 
ers for this purpose. We said, no waivers. GAO has indicated that 
the “no waivers” policy, subjecting everybody regardless, was a key 
ingredient in getting as good information as they have. It’s not 
good information, but as good as it was. 

Characterizing the joint efforts of 0MB, GAO, the agencies and 
Treasury, Barry Melancon, president and CEO of the AICPA says, 
“Taxpayers deserve no less than a full accounting. As a catalyst for 
change, audited financial statements provide a framework in which 
to evaluate the Government’s financial management tax dollars 
and to initiate any corrective actions.” I think that was well put. 

The administration had identified a series of actions needed to 
correct the weaknesses in the consolidated audit and these plans 
are in the midst of implementation. For example, at DOD, complet- 
ing a new accounting systems architecture, reviewing inventory, ac- 
counting processes, and developing a Governmentwide property ac- 
countability system is key to the Governmentwide statement. As 
well. Treasury has set up efforts with agencies to ensure effective 
cash disbursement reconciliation and for providing frequent analy- 
sis of cash receipts and disbursements. 
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Treasury and 0MB are coordinating efforts to resolve problems 
agencies have in eliminating transactions among themselves. We’ll 
include with that the use that has already been piloted of bank 
cards, where money doesn’t leave the Government, but it provides 
a good reconciliation. Just as your bank statement includes all of 
the checks you wrote, we can use this network that banks create, 
a private sector network, to reconcile our intragovemmental pay- 
ments without the money ever leaving the Treasury. It would be 
silly to send it out to the banking system and take it back among 
our own payments. 

In conclusion. Treasury, the agencies, and GAO have completed 
a massive task on time. Again, Mr. Chairman, that timeliness is 
very important. On time. 

The first ever audit was the largest ever undertaken in history. 
Some have suggested Hammurabi may have had a larger one at 
some point; we’re researching that. It required massive trans- 
missions of data and reconciliations that have never been at- 
tempted before. Getting the agency data to Treasury, preparation 
of financial statements, and completion of GAO’s review, required 
close coordination over several years. Gerry Murphy, Gene Dodaro, 
and I have gone out now for 3 years in a row to the agencies, as 
a group, getting them ready; getting them ready over that 3-year 
period. 

GAO’s Acting Controller General, Jim Hinchman, had said com- 
pletion of this effort on time was a credit to all who participated, 
and I agree. 

As we complete the fiscal year 1997 audit process, plans are al- 
ready in place and are being developed for the fiscal year 1998 
process. Agencies will have a higher standard — a higher standard, 
new accounting standards are kicking in in fiscal year 1998. Some 
of them may go down in your grading system, Mr. Chairman. 

New accounting standards on revenue and cost accounting are ef- 
fective for fiscal year 1998. These new standards will prove difficult 
for many agencies, but they’re essential to GPRA. If we can’t get 
good cost accounting information, we can’t do the kind of work that 
is necessary in GPIL\. 

We expect to see improvements next year and are working hard 
to make that expectation a reality. Again, in the 5-year plan we 
show, year by year, how many clean opinions we expect. We set a 
high bar, and some folks may not make that bar. We also show the 
timeliness of those opinions. We’ll stand by this document which 
we revise each year, and it’ll give you a plan scorecard, and you 
can do the actuals. We’ll do the plan and you can do the actuals, 
over time. 

That concludes my remarks, and at the appropriate time. I’ll be 
happy to take any questions. 

[The prepared statement of Mr. DeSeve follows:] 
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INTRODUCTION 

Thank you Chairman Horn and members of the Subcommittee. I am here today to discuss the results 
of the first-ever audit of the Federal Government's Consolidated Financial Statement. We welcome 
the Congress’ interest in this process and look for your support as we continue to work together to 
correct the decades old weaknesses identified by the General Accounting Office in its audit. 

The Clinton Administration has aggressively advocated accountability, including financial statement 
audits, since the beginning of this Administration. In September 1993, the National Performance 
Review (NPR) recommended that the Federal GovOTunent prepare an annual consolidated financial 
report. In addition, the NPR supported the creation of a comprehensive set of basic accounting 
standards for the Federal Government. In the latter instance, NPR was critical of the amount of time 
it was taking to put accounting standards in place. The Administration, in agreeing with the NPR 
recommendations, committed to having a basic set of accounting standards in place and we have met 
that commitment. 

In 1994, the Administration strongly supported, and the President eagerly signed, the Government 
Management Reform Act (GMRA) to require all major agencies and the government as a whole to 
prepare and have audited financial statements. We did this to create a clear basis for addressing 
accumulated problems in financial and asset management. 

We knew from the beginning that this massive undertaking could not be completed in its first year 
nor in its second year. For several agencies, it would take many years to obtain an unqualified 
opinion on their financial statements. But we expected to see improvements each year in the 
accuracy, reliability, and timeliness of agency financial statements. We have seen that progress. 


STANDARDS. POIJCIEg AND PROCEDURES 

The first step towards implementing GMRA requirements for agency audits for FY 1996 and a 
government- wide audit for FY 1997 was to put in place policies and procedures, and to issue 
accounting standards for the Federal Government. As a founding member of the Federal Accounting 
Standards Advisory Board (FASAB), 0MB worked with Treasury, other Executive Branch agencies, 
GAO, CBO, and private sector representatives to produce from scratch a complete set of accounting 
standards. According to the current, well-recognized chair of the FASAB, these standards were 
produced quickly compared to other standard setting bodies and encompass a broader range of issues 
than these bodies are used to dealing with. 0MB also issued guidance on the Form and Content of 
Financial Statements and issued the Audit Bulletin to provide guidance to agency auditors. 

Recognizing that we did not expect to receive an unqualified opinion on the first consolidated 
Federal financial statement, the President's FY 1999 budget includes a target for having a clean audit 
opinion on the government-wide statonoit for FY 1999. In addition 23 of 24 major agencies target 
timely and clean opinions for FY 2000. 
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CONTINUOUS PROGRESS 

In its audit report, GAO states and we concur that: 

“Considerable effort is already underway to make such improvements. Several agencies 
which have been audited for a number of years faced serious deficiencies in their initial 
audits and made good progress in resolving them. With concerted effort, the Federal 
Government, as a whole, can continue to make progress toward generating reliable 
information on a regular basis.** 

There has been good progress over the past several years. Specific success stories include 
government savings identified as a result of agency audits, as well as clean opinions for the Internal 
Revenue Service (IRS), the Social Security Administration (SSA), the Bureau of Public Debt, and 
the Department of Energy. 

• The audit process has allowed the Government, for the first time ever, to estimate the 
percentage of improper payments in the Medicare program ~ estimated at $23 billion in FT 
1 996. This Administration is proposing to take a number of steps to combat fiaud and abuse 
which will result in future savings. 

• For fiscal year 1997, the Internal Revenue Service will receive a clean opinion on its 
financial statement fiom the GAO. This means that S 1 ,622 billion of revenue, 95 percent of 
the revenue that funds the Federal Government, passed the audit tests. 

• The Social Security Administration the Federal Government's largest domestic program - 
has had a clean opinion since 1994. 

« The Bureau of Public Debt, which oversees $3.8 trillion of Federal obligations held by the 
public and interest payments related to those obligations in excess of $246 billion, also 
received a clean opinion on its 1997 statements. 

• The Energy Department received a clean opinion on its financial statements including its 
disclosure of environmental liabilities totaling $181 billion. 

• Eight of the 24 major agencies received clean opinions on their 1997 financial statements. 
Two more agencies anticipate that they will receive clean opinions. In other agencies, the 
financial statements of large ccunponents received clean opinions, such as the Internal 
Revenue Service, Bureau of Public Debt, Bureau of Alcohol Tobacco and Firearms, and 
Custom Service within the Treasury Department. 

The Administration specifically rejected granting waivers, choosing instead to complete this audit 
process allowing for full disclosure of this information and a thorough and complete review by 
GAO. GAO has indicated this decision was critical to their completing their work on time. 
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Characterizing the joint efforts of 0MB, GAO, and Treasury, Barry Melancon, President and CEO 
of the AICPA said, "Taxpayers deserve no less than a full accounting of where and how their tax 
dollars are being spent. As a catalyst for change, audited financial statements provide a framework 
in which to evaluate the government’s financial management of tax dollars and to initiate any needed 
corrective actions." 


NEEDED ACTIONS UNDERWAY 

The Administration has identified the actions needed to correct the weaknesses identified in the 
consolidated audit and these plans are in the midst of implementation. For example, plans at the 
Department of Defense include completing a new accounting systems architecUire, reviewing 
inventory accounting processes and developing a department-wide property accountability system. 
0MB, Treasury and GAO are working with the major credit agencies to improve the reporting of 
loans and loan guarantees. 

As well. Treasury plans to step up its efforts with agencies to ensure effective cash disbursement 
reconciliations by providing frequent analysis of cash receipt and disbursement differences so that 
they can be promptly resolved. 

Treasury and 0MB are coordinating efforts to resolve the problems agencies are having in 
eliminating transactions between agencies. Treasury and 0MB will strengthen the requirements for 
agencies to capture information needed to reconcile balances with their Federal trading partners. 
Treasury will also begin modifying its systems to support agency efforts. 

In an effort to determine the full extent of improper payments that occur in major Federal programs, 
0MB is working with GAO, the agency Inspectors General and agency staff in identifying at risk 
programs and designing a cost effective approach to assessing the extent of improper payments and 
appropriate remediation measures. Audits of Federal programs pursuant to the Single Audit Act 
Amendments of 1996 and implementing 0MB guidance will be the principal mechanism for 
assessing the extent of improper payments. 

Finally, Treasury will increase its formal and informal training of agency financial management 
personnel. The training will address common errors identified in agency information used in the 
preparation of the U.S. Government’s FY 1997 consolidated financial statements. 


CONCLUSION 

Treasury, the agencies and GAO completed the massive task on time. The first ever audit was the 
largest ever undertaken in history. It required ma^ve transmissions of data, reconciliations that had 
never been attempted before, application of new systems and new accounting principles. Getting 
the agency data to Treasury, preparation of the financial statements, and completion of GAO’s 
reviews required close coordination that had never before been attempted. 
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GAO Acting Comptroller General James Hinchman said completion of this effort on time was "a 
credit to all who participated." 

As we complete the FY 1 997 audit process, plans are already in place or being developed for the FY 
1998 audit process. Agencies will have a higher standard to meet in FY 1998 — new accounting 
standards on revenue and cost accounting arc effective for FY 1 998. These new standards will prove 
difficult for many agencies. As well, agencies are addressing weaknesses identified in the FY 1997 
audit process. We expect to see improvements next year and are working hard to make that 
expectation a reality. 

1 would be happy to answer any questions. 
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Mr. Horn. Well, we thank you very much for that statement. 
And before I have Mr. Murphy start his particular statement for 
the committee, I want to note something about Mr. Murphy. He’s 
a good example of career civil servant in two fine departments. He 
started when I was in graduate school with the Navy in 1957, and 
then moved over to Treasury in 1959. Now, in the 1950’s, I want 
you to know, that the Navy had the finest personnel program in 
this city, as I recall, and Treasury has historically had a very fine 
program for civil servants, and Mr. Murphy has hit all of those var- 
ious points. 

He was Assistant Secretary for Fiscal Affairs, and held numerous 
positions besides the one I mentioned in introducing him, as the 
senior advisory to Under Secretary for Domestic Finance, and the 
senior to whom he reports is right to his right and my left. But 
what I’m introducing you for, Mr. Murphy, is because you are a 
Certified Public Accountant, you’re a former president of the Asso- 
ciation of Government Accountants. 

Before you even start on that statement, I want you tell me in 
simple English, what is net cost, as seen in this particular consoli- 
dated statement. I think that’s something that a lot of people will 
not understand. So you can just speak from your heart on the great 
idea of net cost. You get to it on page 3 of your statement, but 
there isn’t a full explanation. And then we’ll let you go ahead. 

Mr. Murphy. You want me to answer that question first? 

Mr. Horn. I want that question first and then I’ll be glad to hear 
the statement. 

Mr. Murphy. The focus of the financial statements, as prescribed 
and encouraged by the Federal Accounting Standards Advisory 
Board, is to focus on net costs, meaning the costs of Government 
operations on an accrual basis less the related exchange-type reve- 
nues, those revenues that we generate as a result of some of our 
operations. So we come up to a net cost figure there. 

That doesn’t include, then, the gross revenues, the non-exchange 
revenues, the various taxes that the Government collects to finance 
that net cost. 

Mr. Horn. OK. [Laughter.] 

Now, the accrual aspect goes back to a recommendation of the 
Hoover Commission in 1949 and 1952, but we don’t really apply it 
too often, but I take it we are applying it now. 

Mr. Murphy. We are now. It’s been a long struggle. 

Mr. Horn. Right. Just a half century. 

Mr. Murphy. At one point in time, accrual accounting seemed to 
be too complex for la 3 mien to grasp and there wasn’t a great deal 
of interest in it. Everyone has embraced that because it’s necessary 
to have good cost data, which, in time, we’ll be able to compare to 
performance measures prescribed under the Government Perform- 
ance and Results Act. 

Mr. Horn. Very good. Well, proceed with your statement, now. 

Mr. Murphy. Thank you, Mr. Chairman, and thank you for the 
introduction. I wasn’t expecting that. 

Mr. DeSeve has covered a number of things in my testimony, and 
rather than be redundant. I’d like to submit my full statement for 
the record, and I’ll summarize it for you. 
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Mr. Horn. Without objection, it’s inserted, as are all statements, 
the minute we introduce you. They’re already shipping it down to 
GPO. [Laughter.] 

Mr. Murphy. The Department of Treasury has been and contin- 
ues to be a strong proponent for the development of financial state- 
ments by Government agencies. This is the very first audit, as has 
been pointed out, and it is the capstone of a process that began 8 
years ago. 

In 1990, the Office of Management and Budget, the Treasury, 
and the General Accounting Office created a new Federal Account- 
ing Standards Advisory Board to come up with a comprehensive set 
of generally accepted accounting standards that we could all follow, 
and that process is still underway. The basic core requirements 
came out in fiscal year 1996. They were brand-new standards. 
Some were applicable for the first time in 1997, and there are four 
more new standards effective in 1998. 

So as agencies are attempting to improve their financial systems, 
we’re also raising the bar on them, so to speak, because new stand- 
ards coming out each year provide new challenges for agencies to 
comply with. We now have, as Mr. DeSeve pointed out, the 24 larg- 
est executive departments and agencies being audited. We have the 
government corporations also being audited. 

The consolidated financial statement is based on those agency 
statements and the agency audits. Under the Government Manage- 
ment and Reform Act, as you mentioned, Mr. Chairman, the statu- 
tory due date for Treasury and GAO to produce this audited, con- 
solidated statement, was March 31. We also took note of the fact 
that the statute requires the agency audited statements by March 
1. And we knew that the General Accounting Office, in order to 
render its audit opinion by March 31st, would need consolidated 
numbers from the Treasury by the middle of March. We also knew 
that from prior year experience, some agencies were going to have 
difficulty meeting that March 1 date. 

So, in order to compile the entire Govemmentwide statement, we 
had to do a number of things. One of the things we did was to ask 
agencies to submit pre-audited data to us by February 15, 2 weeks 
before the statutory date. We knew that that data would be largely 
unaudited, but we said, give us something on February 15 so we 
can get started, and you can submit adjustments to us after the 
fact. We did that, but even when we closed off the consolidated 
statement, there were still some agency audits that had not been 
completed. 

In order to meet the statutory date, several things were abso- 
lutely crucial. One, we needed the agencies to submit data from all 
their separate accounting systems to the Treasury using the stand- 
ard general ledger codes that Treasury maintains. We also needed 
them to telecommunicate the data to us over our electronic facts 
system. And, third, we needed some very dedicated and conscien- 
tious people in the Treasury Department to pull all these numbers 
together, prepare all the narrative for the statements, and get ev- 
erything to GAO on time. 

Gene Dodaro recognized some of his people, Mr. Chairman, if you 
don’t object. I’d just like to mention a few from Treasury. 

Mr. Horn. Why don’t they stand up as you call out their name. 
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Mr. Murphy. OK. I doubt that they’re all here. We did have as 
many, perhaps, preparing the statement as were engaged in audit- 
ing it. We have a small group of about 13 people that is managed 
by Faye McCrery, who did yeoman work here. We have a couple 
professional accountants, Gary Ward and Jose Placer, who did a lot 
of the technical work. And we have several supervisors, managers, 
including Bill Patriarca, Jim Chambers and Holden Hogue, who 
oversaw the preparation. We also had Ron Longo from the depart- 
ment who helped us in a great way. So, to the extent that these 
folks are here, I wish that they 

Mr. Horn. Why don’t we have them stand up? Well, a few under 
13. [Laughter.] 

Mr. Murphy. The rest are working, Mr. Chairman. 

Mr. Horn. They’re at work. OK. We thank you; tell the rest 
thank you. It’s a tough job pulling these documents together and 
moving all those data around. 

Mr. Murphy. It was a huge undertaking and we were very 
pleased to be able to submit the report on a timely basis and 
pledge to do so in the future as well. 

The publication of this statement is another stage in the admin- 
istration’s continuing efforts to improve management and efficiency 
in Government. As has been mentioned, we were strong supporters 
of the Government Management and Reform Act. The audit results 
provide the roadmap for our improvement efforts and a number of 
those are underway. 

A note on some of the things that are in the financial statements 
and some of the things that are not. By and large, the accounting 
standards require that those Federal entities that are in the Presi- 
dent’s budget be included in our consolidated financial statements, 
and, generally speaking, those entities which are not in the Presi- 
dent’s budget are not in our consolidated financial statements. 

For example, the Government-sponsored enterprises are not in 
our financial statements because they’re privately owned. The Fed- 
eral Reserve Bank operations are not in the budget, since monetary 
policy aspects are usually operated from the rest of Government. 
Therefore, they are not included in our financial statement. We do 
have a footnote explaining the role of the Federal Reserve and our 
relationship with it. 

Anything that’s privately owned is excluded. Some of the post ex- 
change military operations are privately owned. We would exclude 
things like Amtrak; even though it gets some money from the Fed- 
eral Government, it is privately owned. 

The other caveat that I would like to just mention briefly in 
terms of reading the financial statement, is that you have to appre- 
ciate the fact that there are a lot of assets that aren’t on that bal- 
ance sheet. The Government produces a lot of assets that we don’t 
own ourselves. We invest in highways and airports, in water 
projects, school buildings. These are assets on somebody else’s bal- 
ance sheet. We show the cost of those, but they don’t show up as 
assets on our balance sheet. 

Then there are some assets that we own, but they don’t show up 
on the balance sheet under current accounting standards, right 
now. The public domain land, for example. Almost 80 percent of the 
acreage in the United States, there’s no value placed on that public 
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domain land on our balance sheet. We have natural resources, in- 
cluding oil and gas, and timber, that are assets that the Govern- 
ment owns but they’re not being valued on the balance sheet. We 
include some information in the statements on those items. 

In future reports under accounting standards that take effect in 
subsequent years, we’ll be providing more information on many of 
those kinds of items. 

In conclusion. I’d just like to say that since 1990, there has been 
a lot accomplished, and I appreciate the chairman’s and Mr. 
Armey’s recognition of some of those accomplishments. Obviously, 
we have a long way to go, a lot of things that need to be worked 
on. 

Treasury is committed to working with the Office of Management 
and Budget, the General Accounting Office, and the agencies. We 
have efforts underway to deal with some of those areas that were 
cited as problems: the reconciliation of the agency check books with 
Treasury’s accounts, the elimination of intragovernmental trans- 
actions which have created difficulties in reconciling among Fed- 
eral trading partners. All of these items are being addressed, and 
we look forward to improving the quality of data in future years. 

With that, Mr. Chairman, I’ll conclude my remarks, and I’d be 
happy to answer any questions. 

[The prepared statement of Mr. Murphy follows:] 
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TREASURY SENIOR ADVISOR TO THE UNDER SECRETARY 
FOR DOMESTIC FINANCE GERALD MURPHY 
HOUSE GOVERNMENT REFORM AND OVERSIGHT SUBCOMMITTEE ON 
GOVERNMENT MANAGEMENT, INFORMATION AND TECHNOLOGY 


Mr. Chairman and members of the Subcommittee, I am pleased to appear today to discuss 
matters involving the first Consolidated Financial Statements of the U.S. Government (CFS). 


BACKGROUND 

The Department of the Treasury has been and continues to be a strong proponent for the 
development of financial statements for Goverrunent agencies. This is the first time audited 
consolidated financial statements ate required to be prepared on a government-wide basis. The 
statements ate intended to provide the President, the Congress, arid the American people with 
information about the Government's financial position, the cost of its operations attd its sources 
of finatKing. They are the capstone of a process which began eight years ago as a result of 
legislation originating with this Committee. 

In 1990, Congress passed the Chief Fituutcial Officers (CFO) Act which requited the 
preparation and audit of firumcial statements for certain agencies and components of agencies. 
That same year, the Office of Management and Budget (OMB), Treasury and the General 
Accounting Office (GAO) created the Federal Accounting Standards Advisoiy Board (FASAB). 
This body has created a comprehensive set of accounting standards tailored to the unique 
characteristics and needs of the Federal Government. The Government Management Reform Act 
was passed requiring that the Federal Government's 24 largest departments and igetKies produce 
audited financial statements begituiing in FY 1996. Agency statements are due March I . The first 
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Consolidated Financial Statements for FY 1997 are based on the financial statements prepared by 
Federal agencies under those statutes and the new accounting standards. 


THE ROLE OF THE DEPARTMENT OF THE TREASURY 

The Government Management Reform Act of 1 994 (GMRA) requires that not later than 
March 3 1 of 1998 and each year thereafter, the Secretary of the Treasury, in coordination with 
the Director of the Office of Management and Budget, shall annually prepare and submit to the 
President and the Congress an audited financial statement for the preceding fiscal year, covering 
all accounts and associated activities of the executive branch of the United States Government. 
The financial statement shall reflect the overall financial position, including assets and liabilities, 
and results of operations, of the executive branch of the United Slates Government, and shall be 
prepared in accordance with the form and content requirements set forth by the Director of the 
Office of Management and Budget. The Govenunent Management Reform Act also requires the 
Comptroller General of the United States to audit the CFS. 


THE PREPARATION OF THF. CF.S 

In order to prepare the CFS by the statutory due date, it was necessary to request agency 
trial-balance data by February IS. Much of this information had not yet been audited but was 
transmitted to the Financial Management Service (FMS) electronically so we could get started. 
Subsequent audit adjustments were accepted, but not all agencies had completed audits when we 
closed our books to meet the statutory due date. 

The data transmitted needed to be standardized throughout the Federal Government to 
allow for summarization at the government-wide level. This standardization was accomplished 
by requiring agencies to use the U.S. Government Standard General Ledger (SGL). The SGL is 
maintained by FMS and is required for agency level accounting and reporting as well as 
government-wide reporting. Without the SGL, data could not be summarized for the CFS. 
Approximately 2000 individual reporting components, each with many account balances, were 
telecommunicated to Treasury via our FACTS system. Without the electronic transmission 
system, data could not have been collected and processed quickly enough to meet the statutory 
due date. 

The size and complexity of the CFS preparation process far exceeded any previous 
financial consolidation effort. The data came from the 24 CFO Act agencies and many more 
smaller ones. Each agency acts as an independent financial entity and maintains its own financial 
system. To consolidate data from all these various systems was a daunting task. 

However, it is not enough to collect the data and be able to summarize it. There has to be 
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a reporting model. The Government Management Reform Act specified that 0MB set forth the 
form and content requirements for the CFS. The CFS prepared by the Department of the 
Treasury conforms to OMB's form and content requirements. The reporting model used was 
recommended by FASAB and prescribed by 0MB. 


DISCUSSION OF THE CFS 


Cieneral 

The U.S. Government has continuing responsibilities for the general welfare of its 
citizens and for the national defense. It also has unique access to financial resources in that it has 
the power to tax, to borrow and to create money. The Fiscal Year 1997 Consolidated Financial 
Statements of the United States Government represent the Federal Government's first effort to 
prepare, in accorrlance with new Federal accounting standards, financial statements that include 
all of its vast and complex activities and to subject the financial statements to the rigors of an 
independent audit 

The publication of the audited financial statements represents yet another stage in the 
Clinton Administration’s continuing efforts to improve the management and efficiency of the 
United States Government In 1994, the Administration strongly supported the Government 
Management Reform Act, which mandated the issuance of the audited financial statements. 
Despite the substantial progress that has been made, however, further improvements are clearly 
necessary. The audit report from GAO discusses many areas in which the reliability of the 
current financial statements must be enhanced and improved. As a result, GAO was unable to 
render an opinion on these statements. 

The FY 1997 Consolidated Financial Statements ate the first step in an effort to provide 
the President, the Congress and the American people with reliable information about the 
financial position of the United States Government on an accrual basis, the net cost of its 
operations, and the financing sources used to fund these operations. The United States 
Government does not have a single bonom line that reflects its financial status but the 
information included in the statements provides a view of the Government's finances that has not 
previously been available. The financial statements consist of Management's Discussion and 
Arudysis (MD&A), a Balance Sheet, a Statement of Net Cost, a Statement of Changes in Net 
Position, Notes to the Financial Statements, and Supplementary Information, which includes a 
stewardship section. 

Reporting Entity and Basi s of Accounting 

The financial statements itKiude the executive branch and limited information from the 
legislative and judicial branches of the Federal GovenunenL Information fiom the legislative and 
judicial branches is limited because they are not required to prepare financial statements covering 
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all activities. For example, the property, plant, and equipment of the judicial branch and the 
Congress are not reflected in the statements. Excluded because they are privately owned are 
Government-sponsored enterprises such as the Federal Home Loan Banks and the Federal 
National Mortgage Association. The Federal Reserve System also is excluded because 
organizations and functions pertaining to monetary policy are separate from and independent of 
the other central government functions. 

At the time Congress passed the CFO Act wdiicb required the preparation and audit of 
financial statements for selected components, the Federal Government did not have a 
comprehensive set of generally accepted accounting standards. The three principals concerned 
with overall financial management in the Federal Government (the Secretary of the Treasury, the 
Director of OMB, and the Comptroller General) created the Federal Accounting Standards 
Advisory Board (FASAB) to address this need. The accounting standards developed by FASAB 
are tailored to the Federal Government's unique characteristics and special needs. Consequently 
net costs, rather than profit, are used as the primary financial measure for assessing efficiency 
and effectiveness. Although FASAB completed work on the basic set of Federal Financial 
Accounting Standards (FFAS) in 1 996, some of the standards did not become effective until 
Fiscal Year 1997 and others will become effective in Fiscal Years 1998 and 1999. Therefore, 
agencies are faced with improving systems while the requirements are changing. 

CONCLUSION 

Since passage of the CFO Act in 1990, much has been accomplished. There is now a 
comprehensive set of accounting standards in place. For the first time in its history, the Federal 
Government has prepared and subjected to audit consolidated fmancial statements covering all its 
vast and complex programs and activities. The 24 agencies sulqect to the CFO Act are issuing 
audited agency wide financial statements. Government corporations subject to the Government 
Cotporation and Control Act also ate issuing audited financial statements. While these 
accomplishments are significant, they are just a begituiing. 

The Administration has designated financial management as one of the President's 
priority management objectives. The Administration has expressed its commitment to assuring 
the integrity of Federal financial information and gaining an unqualified opinion on the 1999 
Consolidated Financial Statements of the United States Government. For the Administration to 
achieve these objectives, agencies must improve the quality of their financial information. 
Agency commitment to the Administration's objectives is reflected in OMB's Federal Financial 
Management Status Report and Five-Year Plan. That document sets forth the dates by which 
agencies have pledged to submit timely financial statements with unqualified audit opinions. 

Weaknesses in agency accounting practices and financial management systems are the 
fundamental cause of problems that precluded the auditor fiom rendering an opinion on the FY 
1 997 Consolidated Financial Statements. Actions to correct these weaknesses have been 
identified and are being implemented. OMB, Treasury, and GAO are working with the major 
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credit agencies to improve reporting of loans and loan guarantees. 

In addition. Treasury plans to step up its efTorts with agencies to ensure effective cash 
disbursement reconciliations by providing frequent analysis of budget clearing accounts so that 
cash receipt and disbursement differences can be promptly resolved. 

Treasury and 0MB are coordinating efforts to resolve the problems agencies are having 
in eliminating transactions with other Federal agencies. Guidance and requirements will be 
provided to enable agencies to capture information needed to reconcile balances with their 
Federal trading partners. Treasury will also begin the modification of its systems to support 
agency efforts. 

Finally, Treasury will increase its forma] and informal training of agency financial 
management personnel. The training will address common errors identified in agency 
information used in the preparation of the Federal Government's 1997 Consolidated Financial 
Statements. 

Thank you, Mr, Chairman, This concludes my formal remarks. I will be happy to 
respond to any questions. 

- 30 - 
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Mr. Horn. If Mr. Dodaro will now join us again, we’ll have a 
panel here, and a dialog between the executive branch and the rep- 
resentative of the legislative branch. 

Let me just ask first, on the opinion of GAO, what effect, if any, 
does the lack of effective systems of internal control have on the 
information provided in the financial statements, and what about 
ad hoc reports and inquiries made by management at various agen- 
cies, 0MB, and also Congress? Do you have any feeling on that? 

Mr. Dodaro. Weaknesses in internal controls is a very important 
issue. And basically our findings were, in many of the agencies, 
that you cannot rely on the internal controls, particularly the com- 
puter controls, in order to do the audits. So there’s a lot of testing 
that has to be done and ad hoc procedures to be developed. Our 
view is that those internal control weaknesses really need to be 
fixed along with getting more accurate information if you’re really 
going to have the systems in place to generate information on a re- 
liable, timely basis. 

Right now, that doesn’t exist in most parts of the Federal Gov- 
ernment. There’s a lot of ad hoc data gathering that occurs. And 
when it’s subjected to the rigors of an audit, and somebody has to 
go behind the information as the auditors do, and ask how did you 
generate that estimate, or how did you come up with that figure, 
then basically, the data’s not there. So fixing the internal control 
problems across the Government is an integral part of being able 
to produce reliable, timely information. 

Mr. Horn. Your statement, in your formal testimony, discussed 
widespread computer control weaknesses. You were concerned, cor- 
rectly, about security. You mentioned, as did the administration, 
the year-2000 problem, and I just wonder what effect, if any, do 
these weaknesses have in the Government’s efforts to gain control 
of its resources, in terms of basic computer weaknesses? Or have 
we never put the information into the data base to start with? 

Mr. Dodaro. I’m not sure I understand the question. 

Mr. Horn. Well, I’m thinking about one, we do have a problem 
with internal controls between computers. Some don’t talk to each 
other, even within the same executive department. Then the ques- 
tion comes in talking with each other within the executive branch. 
Then comes the question can GAO audit that and find it, and what 
do we need to do about solving some of that? 

Mr. Dodaro. Basically, one of the core tenets of OMB’s plan, the 
CFO council plan, is to develop integrated financial management 
systems. That really lies at the heart of a lot of the problems at 
the Defense Department, for example. Systems aren’t integrated so 
DOD does not have the normal checks and balances in place. So, 
basically, the computer weaknesses occur in part because a lot of 
the systems were generated as stand-alone systems. In fact, most 
of the information to prepare the financial statements, say, for ex- 
ample, at Defense, comes from logistical systems; about 80 percent 
of the information. And, also, there are weaknesses in the general 
ledger control systems of agencies, so that check that you’d have 
in place between the general ledger system and checks and balance 
with the logistical systems are not there. 

The one thing I didn’t mention in my opening statement that’s 
in our report was the legislation that Congress passed in 1996 
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called the Federal Financial Management Improvement Act. What 
that act requires 

Mr. Horn. That was Senator Brown’s legislation, wasn’t it? 

Mr. Dodaro. Yes, exactly. And what that legislation requires is 
beginning in fiscal year 1997, auditors doing audits under the CFO 
Act are to determine whether agencies not only meet accounting 
standards, but meet systems requirements that are published by 
the Joint Financial Management Improvement program and codi- 
fied in executive branch OMB-bulletins, as well as the standard 
general ledger. 

So far this fiscal year, only 4 agencies have really passed that 
test, which shows you some indication of the underlying systems 
weaknesses and the computer controls that need to be fixed in 
order to meet the objective that you’re talking about. 

That piece of legislation is a very good complement to the audit 
requirement because it is basically driving the agencies not only to 
have end-of-year data that’s accurate, but making the systems 
changes to be able to have data year-round that can have some in- 
tegrity to it. 

Mr. Horn. Well, as I remember, the last time I looked into the 
Defense Department, when I was searching for that $25 billion 
they couldn’t account for, there were 49 diferent accounting sys- 
tems in the Department of Defense. Is that still true? 

Mr. Dodaro. Actually, Mr. Chairman, there were, at last count, 

249 

Mr. Horn. 249? 

Mr. Dodaro. 249. They forgot the 

Mr. Horn. They dropped the zeros when they sent it over here. 
I thought it was enough to have 49, at the time. So now it’s 249? 

Mr. Dodaro. Yes, they have been in the process of trying to con- 
solidate and migrate their systems, but as Mr. DeSeve mentioned 
in his opening remarks, they don’t have an overall systems archi- 
tecture. 

As you know, one of the key requirements in the Clinger-Cohen 
act that set up the Chief Information Officers was that agencies 
were required to have an architecture. And unless you have an ar- 
chitecture that shows the data flows and that have technical stand- 
ards that the systems can interrelate with one another, to be inter- 
operable, agencies are not going to be able to design systems that 
can talk to one another. Those architectures are not in place now. 
It’s a goal, as Mr. DeSeve knows as chairman of the CIO council, 
the CIOs have made that an important goal, to have architectures. 

So this is a case where the CIOs re^ly need to work with the 
CFOs to put in place data architectures and systems that can gen- 
erate this type of information. 

Mr. Horn. If I can get in one question to Mr. DeSeve before 
yielding. In your statement, you state that your goal is a clean and 
timely audit opinion on the consolidated statements by the year 
2000. With half the agencies not able to issue audited financial 
statements in a timely way, and only 8 of the 24 having clean opin- 
ions in the second year the Government Management and Reform 
Act required such audits, 5 years after the act was passed, what 
makes you believe this goal is obtainable? 
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Mr. DeSeve. I think what you see before you today is a visual 
representation of the working together of Treasury, GAO, and 
0MB. What you don’t see — and you’re going to have another set of 
hearings — is the work that the agencies are doing. 

My optimism, or my setting the bar high — and I’ll admit here 
today that I’m setting the bar high — is based on work that GAO 
is currently doing, the people behind us, the work that 0MB and 
Treasury are currently doing at the Defense Department. I met 
with the Controller of the Defense Department on Monday and we 
talked about the inventory control system and how the inventory 
control system was developing. GAO has done some marvelous 
work with DOD in using logistics systems, using inventory sys- 
tems, getting the information, and using sampling techniques. 

Last night I met with HCFA. HCFA a year ago had a disclaimer 
on its opinion from its Inspector General. This year the opinion will 
be qualified, it will not be a disclaimer. It’s not clean yet, but the 
major items, as my good friend Woody Jackson — who’s not here 
and deserves to be recognized as he set the framework for this, as 
Woody Jackson said, the thunder-boomer issues in HCFA that 
would impede our ability to get a clean statement Governmentwide 
have been dealt with. 

The issue that we always work on in auditing — and I’ll ask Mr. 
Dodaro or Mr. Murphy to comment on it — is materiality. The fact 
that, let’s say, two or three agencies don’t have a clean opinion of 
their own books, those qualifications may not be material to the 
larger entity. Mr. Armey, when he spoke earlier of his bass boat, 
his bass boat is probably immaterial to Mr. Armey’s overall net 
worth, even though he can’t find it. I don’t know his net worth, so 
I wouldn’t want to comment. 

But what we’re doing, what we’re working on very hard, the rea- 
son we were worried about the IRS, the reason that we were wor- 
ried about Social Security, the reason that we worried about GSA, 
the reason that we worried about Energy, the reason we were wor- 
ried about the Bureau of Public Debt, those entities, all of which 
are now clean, is that they would have a material impact on the 
Government as a whole. If we couldn’t calculate our environmental 
liabilities from the Nuclear Regrulatory Commission, or we couldn’t 
calculate the revenues coming in from the IRS, if we couldn’t cal- 
culate the Social Security payments and be able to explain how 
they work, those would be material. 

DOD property, plant, equipment, and inventory, is material. 
DOD environment^ liability is material. HCFA payment systems 
and reconciliation of their accounts receivable are material. So 
we’re working together, the three of us are working together on the 
big, material items, at the same time the agencies are working on 
either their components or their department-wide entities. 

And I would ask Mr. Murphy or Mr. Dodaro that we’ve worked 
very closely with to comment. 

Mr. Dodaro. Yes, I reinforce what Mr. DeSeve is talking about, 
but Mr. DeSeve also knows that I mentioned that achieving that 
clean opinion in 1999 is a stretch goal 

Mr. DeSeve. Yes, it’s a stretch goal. 

Mr. Dodaro. And I also think that the Defense Department is 
the critical path to that goal. As Mr. DeSeve mentioned, by any 
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standards, DOD is material to the assets, liabilities, and also net 
costs — as you mentioned, the disbursement problem over at DOD. 

And there are other key parts of the Federal Government that 
need to work on that, and our recommendations address that. Also 
the Govemmentwide accounting issues that I articulated need to 
work. And I’d also reinforce the point that was made earlier by 
both Mr. Murphy and Mr. DeSeve, is that there are new standards 
coming into place in the next couple of years that are going to re- 
quire agencies to develop full costs aligned with pro^am activities, 
to come up with the deferred maintenance costs. This is a very im- 
portant component. I know the Appropriations Committees are 
looking forward to having some reliable data on, are the deferred 
costs of operating the Federal Government. 

There is also a revenue standard coming in place that wovild re- 
quire IRS to report by type of tax, something that they’re not cur- 
rently able to do. So we’re trying to work with them to figure out 
the best way to do that. 

So, major parts of the Government still need a lot of attention, 
and new standards are coming in to place. The key goal is just out- 
and-out hard work and determination to really address these prob- 
lems head-on, and I believe progress is possible, but it will t^e a 
much more elevated effort to aclueve that goal. 

Mr. Horn. I thank the gentleman. Since I went well over my 5 
minutes, I 3 rield to the gentleman from Ohio, the ranking minority 
member, Mr. Kucinich, 10 minutes for questioning the witnesses. 

Mr. Kucinich. First of all, I want to thank the Chair for his in- 
dulgence and be^ by sajdng that this first ever audit of the Fed- 
eral Govemmenrs books submitted today represents a monumental 
effort by the administration and by the GAO. And it’s the largest 
such audit in history. The American people need to understand 
this, that it's required enormous data transmissions, unprece- 
dented reconciliations, and development and application of new ac- 
counting principles and systems. And I would like to commend ev- 
eryone, and every one of the witnesses, for accomplishing this task 
on time. It was a huge effort, and it could not have been possible 
without the dedicated work of thousands of men and women at the 
General Accounting Office, the Department of Treasury, and the 
Office of Management and Budget. So at this moment, they ought 
to be congratulated and I thank them. 

The a£ninistration, it should be pointed out, has not only bal- 
anced the budget, it’s dedicated to bringing more financial accoimt- 
ability to Government, and this audit is a milestone in that effort. 
American taxpayers expect, and they deserve, a full accoxmting of 
when and where and how their tax dollars are spent. I know the 
chairman of this committee has been very dedicated to that, and 
I salute him for that. And the President, and the National Perform- 
ance Review imder Vice President Gore, has embraced this prin- 
ciple early in their first term. 

I think we all remember that in December 1993, the NPR rec- 
ommended the preparation of annual consolidated financial report, 
and the creation of comprehensive Govemmentwide accounting 
standards. This proposal became part of law in the Government 
Management and Reform Act of 1994 that was passed by our Con- 
gress and eagerly signed by the President. 
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The American people are going to be pleased to know that many 
of our Government’s most important agencies have received clean 
audit opinions. Everyone sure wants to know that the IRS has a 
clean audit opinion. And with the issues surrounding Social Secu- 
rity, we all want to know that the Social Security Administration 
has a clean audit opinion — that should give people faith in that 
system. And, of course, the Bureau of Public Debt. 

Now, other agencies are making good progress and moving to- 
ward clean opinions. From what I’ve seen presented, and informa- 
tion that our committee has received, the administration is commit- 
ted to resolving the decades-old problems in financial and asset 
management. Of 24 agencies, 23 have promised to have timely and 
clean opinions for fiscal year 2000. We have seen steady progress 
from the agencies on this front, and should expect it to continue. 

Now, to be sure, we have problems that remain. And I know this 
committee under the chairman is sure going to get to those prob- 
lems. For example, he looked at the Department of Defense. This 
committee has been very active in its oversight of financial man- 
agement problems at DOD, and I commend the Chair for his active 
pursuit of the issue. 

DOD has some serious problems; accounting for assets, inventory 
and equipment, and it’s also severely underestimated the amount 
of liability based on environmental costs — something that I’m per- 
sonally very concerned about. This administration at least has 
brought us to the point where almost 100 percent of the Federal 
Government is at least audited, compared with only 30 percent in 
1990. A hundred percent today, close to 100 percent, and 30 per- 
cent in 1990. That’s a huge accomplishment. 

And in addition, the number of major agencies receiving clean 
audit opinions has climbed steadily from only 2 in 1990 to what is 
expected to be 10 this year. That’s real progress on a difficult prob- 
lem, and I think as we begin looking into the implications of the 
audit, we can at least celebrate the moment, saying that we’ve 
come a long way. There is certainly a long way to go. 

In the President’s — I’d like to ask Mr. DeSeve — in the President’s 
budget for fiscal year 1999 the administration identified 22 key 
management objectives. Third on that list — which I’m sure that 
you’re familiar with, you helped put it together — is financial man- 
agement, present performance and cost information in a timely and 
informative and accurate way, consistent with Federal accounting 
standards to ensure the integrity of Federal financial information 
by completing audits and gaiining unqualified opinions for all Chief 
Financial Officer Act agencies and on the Federal Government as 
a whole. 

What I’d like you to do, Mr. DeSeve, could you place the objective 
of improving the Federal financial management in some historical 
perspective, so you can help us even more clearly understand the 
significance of this moment? 

Mr. DeSeve. I’d be happy to. The chairman talked about the 
Hoover Commission in the 1950’s calling for accounting standards, 
calling for an accrual basis of accounting, and it’s really taken us 
an enormously long time, almost 50 years, to realize the benefits. 
The CFOs Act in 1990 for the first time created organizations of 
men and women who were exclusively dedicated to financial man- 
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agement. We’ve had good success in populating those organizations, 
not only with the CFOs but also with the Deputy CFOs. Deputy 
CFOs tend to be permanent career civil servants who are the per- 
manent CFO community as the political CFOs come and go, bring- 
ing valuable talent. 

I was one myself, so I can hardly decry the political nature of the 
CFOs. They’ve had good access to their secretaries and good access 
to their administrators. So that was terribly important. It required 
a small group of agencies to have comprehensive audits. 

I think the value of the audit at HUD — I haven’t looked at the 
numbers yet — ^but when I got to HUD there was a disclaimer of 
opinion, there were about — I’m not taking credit for this, at all, 
please — there were about 40-some material weaknesses. This year, 
HUD will have one single qualification on its opinion. I haven’t 
seen the number of material weaknesses. FHA and Ginnie Mae, 
the two major components of HUD will continue to have clean 
audit opinions, as they have in the past. 

So it’s that kind of progress of the CFO Act, but that wasn’t 
enough. GMRA needed to extend to the rest of the 24 CFO Act 
agencies, and to the Government as a whole, that same high hur- 
dle, that same stretch goal, of first getting an audit, second getting 
it clean and timely opinion. We were able to work with this com- 
mittee under the leadership of its former Chairs to get that done. 
And this committee was absolutely instrumental in causing that to 
happen, and continues in its oversight in making sure — I’ve testi- 
fied before on the CFOs Act implementation in this committee be- 
fore this Chair. 

Mr. Kucinich. May I 

Mr. DeSeve. Sorry. 

Mr. Kucinich. May I ask you, though — I’d just like to keep this 
going — what particular challenges do you still have ahead in pro- 
ducing unqualified and timely audited financial statements for the 
24 CFO agencies? 

Mr. DeSeve. I think the challenge is going to be divided into 
probably three categories. The first category is being able to first 
reconcile the data in their existing systems, to be able to know the 
inventory data, to be able to know the loan-outstanding data, and 
to be able to properly tie that back to the historical patterns in 
those areas for loans. So it’s first knowing the data, being com- 
fortable with the data. 

Second, being able to establish systems that will bring those data 
together, from the contractors, as well as internally. HCFA’s big- 
gest problem at the moment in getting a clean opinion, will be rec- 
onciling contractor-based data. We have to remember that there 
are — I think there are currently 9 or 10, I’ll stand corrected on 
that — major contractors which process for HCFA. Their systems 
had never been designed to be integrated with HCFA’s, so they 
need to know what data is there — the contractors have to know — 
HCFA has to be able to upstream that data. 

And finally, then, to reconcile, to be able to reconcile with Treas- 
ury. To be able to reconcile internally for any of the inconsistencies 
as they exist. Those are the big challenges, getting control of data, 
getting control of systems, and a reconciliation process over time. 
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Mr. Kucinich. Before we send this back to the Chair and to the 
other Members, there’s one thing that I’ve been wondering as I go 
over this material, and that is, the Chair has been showing leader- 
ship on this issue of Y2K, the difficulty when we go to the year 
2000 with the computers being set to revert back to the beginning 
of the century, my question to you is, what particular challenges 
do you face with respect to Y2K that would have an impact on your 
ability to audit, and have either some of these accounts we just 
talked about, or an audit process of the Government 

Mr. DeSeve. May I ask 

Mr. Kucinich. I^en you cross that border, where are you with 
financial accounting? 

Mr. DeSeve. Given the fact it was an audit, may I ask Mr. 
Dodaro, the auditor to answer that question? 

Mr. Kucinich. Mr. Dodaro, yes. 

Mr. Dodaro. Basically, a lot of the Hnancial transactions are 
conducted through various integrated systems in place. For exam- 
ple, in the case of the Federal Gk)vemment’s bill pa 3 nng activities, 
the agencies’ financial systems have to integrate with Treasury’s 
Financial Management l^rvice to then make pa 3 mients to financial 
institutions across the countiy. So, any inability of those data sys- 
tems to basically deal with this problem and communicate accu- 
rately — in loan programs, for example, you have loan repayment 
schedules, you have dates when payments are due, the default 
dates could show up, even though the loan might be paid, install- 
ment agreements. You also have IRS revenue collection activities — 
there’s a big challenge at IRS in making the changes in their sys- 
tem to deal with the year-2000 problem at the same time theyre 
dealing with chamges in the tax law. They have to do both, to be 
ready, at the same time. It’s a huge challenge. 

So, revenue collection activities to the Government could be af- 
fected. Many of the Federal Government programs rely on eligi- 
bility information, so it’s obviously important to have accurate in- 
formation on date calculations for the age of people as well. And 
without the change, the computer would read in 2000 — somebody 
would turn 65 in 2000, if it’s not corrected, would not recognize 
that they’re eligible for Social Security or Medicare, for example. So 
it could have an enormous effect on the Federal Government’s ac- 
tivities, if this problem isn’t fixed. And that’s why we’re raising it 
as part of this audit opinion. 

As you know. Congressman Kucinich, we were here 2 weeks ago 
talking about the broad implications of the problem on service de- 
livery. In this context, we’re raising it because it could have a very 
significant effect on the Federal Government’s ability to report ac- 
curately in terms of its activities and carry out many of the finan- 
cial aspects of its programs. 

Mr. Kucinich. 'Thank you. I want to thank the Chair for his 
kindness. Thank you. 

Mr. Horn. Well, I thank the gentleman. That’s a very important 
question, and if I might, just to help the point along, I will at this 
point put in page 23 of the General Accounting Office report where 
it gets into this in the document, and it carried over in the draft 
to the next page. 

[The information referred to follows:] 
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OcQcnl Accounting Office Report 


23 


8*279169 


The majority of federal agencies' financia) management systems are not designed to meet 
current accounting standards and systems requirements and cannot provide reliable 
financial information for managing government operations and holding managers 
accountable. Auditon* reports for fiscal year 1997 agency financial audits are disclosing 
the continuing poor shape in which agencies find their financial systems. As of the date of 
this report, <Mily four agency auditors have reported that their agency's financial systems 
comply with the act’s requirements. 

YEAR 2QflO rOMPirnhlG CRISIS 

The Year 2000 computing crisis is the most sweeping and urgent information technology 
challenge focing public and private sector organiiatioDS.* The federal government is 
extremely vulnerable due to its widespread dependence on computer systems to process 
financial transactions and managemnt information, deliver viuj public services, and 
carry out its operations. This challenge is made more difficult by the age and poor 
docufflentation of the government’s existing systems and ita lackluster track record in 
modernizing systems to deliver expected improvements and meet promised deadlines. 

Consequently, we sufficed the Year 2000 ccxnputing crisis as a high>risk area across 
government in February 1997. Unless this issue is successfully addressed, serious 
consequences could occur. For example, 

— payments to veterans with s^ice-connected disabilities could be severely delayed if 
the system that issues them either bahs or produces checks so erroneous that it must be 
shut down and diecks processed manually; 

— the Social Security Administratioa process to provide benefits to disabled persons 
could be disrupted if interfaces with state systems fail; 

— federal systems used to track student loans could produce erroneous infonnaiion on 
loan status, sudi as indicating foat a paid loan was in default; 

— Internal Revenue Service (IRS) tax systems could be unable to process returns, thereby 
jeopardizing revenue collectioe and delaying refimds; and 

— the military services could find it extremely difficuh to efficiently and effectively 
equip and sustain its forces around the worid. 


* For the past several decades, information systems have typically used two digits to 
represent the year, such as ”99* for 1998, in order to conserve electronic data storage and 
reduce operatuv costt. In this fonnai, however, 2000 is indistinguishable from 1900 
because both are r e pr es ented as ’DO.* As a result, if not modified, computer systems or 
applications that use dates or perform date* or time>scnsitive calculations may generate 
incorrect results beyond 1999. 


Consolidated Fiiuncial Statements of the United States Government, Fiscal 1997 
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Gcoenl Accouiicing Office Report 


B-279I69 


In the pest yeir, we hive issued over 20 repons outlining actions underway in a wide 
range of federal activities to address this challenge and providing numerous 
recommendations for additional unprovements ne eded. Moreover, the President recently 
created a Council on Year 2000 ConversiM, led by an Assistant to the President, to 
oversee federal agencies’ Year 2000 efFons, ^eak for the United States in national and 
international forums, and coordinate whh governments at all levels, as well as with the 
private sector. While some pr^ess has occuired, a great deal of additional effort is 
required to prevent serious disruptions in govenunent ope r ations and in financial 
transactions and reporting. ^ We wilt continue to monitor this sinution and make needed 
recoomendetions. 

FfM A>jrf At <TATFMFMT ft! ffVtPT nPPKIftMQ- 
ADDtNfi THF l^NG.TFJtM PEHy^ECTIVE 

When the government is able to produce them, reliable consolidated finencial statements 
will be a valuable tool for analyzing the govenunent’i financial condition. They will also 
help inform budget deliberations by providing additional infbnnaoon beyond that 
provided in the budget on the iong*tenn cost implkations for a wide range of government 
programs. The largely cash>based budget and the financial sm c ni cn is offer different 
perspectives which, when combined, can provide a fuller view of the costs of agency 
programs and of the government’s commitineBts. 

A view of the long-term sustatnability of fiscal policies can also be helpful to 
decisionmakers considering foe government's financial position and making decisions 
^mut resource allocation. Such a picture requires pojectiOQs of spending and revenues 
into foe future. In this coorext, the sovereign power to tax and foe implied commitments 
of social insuiancc programs — such as Social Security and Medicare— must be 
considered in addition to those items that are quantified in foe financial statements. For 
example, if the combined Social Security trust funds' disbursements exceed receipts, as 
eurremly estimated to occur in 2012, foe government’s financing needs will increase. 
Since 1 992, in a scries of kmg-tenn simulations, we have analyzed various fiscal policy 
alternatives and their ioog-tenn sustainabilhy.* 


1 Vtmr ?nftn rntwpufmi Cwixiv Ktrrwif ! .eaAwhip nH Pflfegrivg Puhlie/Private 

rnnppmriflB tn Avoid DiinipiinnifGACyr.AIMD.9a.101) 

* The most recent of these reports JT»Ruitygr imaar ijmy.Twwi Pi«r«ir^irifviir 
(GAOT-A1MDAXX-9M3. Februvy 25, 199t) An.l«u Af 

Latig-Tenn nutLinkrr.AO/AtM!VOrP,91.l9 fkteher 7? |997). 
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Mr. Horn. So I thank the gentleman for a series of good ques- 
tions, and now yield 10 minutes to my colleague from Texas, Mr. 
Sessions, the vice chairman of the committee. 

Mr. Sessions. Mr. Chairman, thank you. First, I’d like to re- 
spond to my good friend from Ohio, Mr. Kucinich, when he talked 
about accurate historical significance. I would like to just, for the 
record, make sure that that’s accurate historical review, and that 
is: this administration fought balancing the budget in all they could 
do; this administration, in my opinion, did not balance the budget. 
It was done because the Congress of the United States insisted 
that we balance the budget, and thank goodness the President did 
sign that balanced budget agreement, which is now the law of the 
land. 

Mr. DeSeve, I appreciate your being here today. I think that, if 
the truth were known, that you and I in the performance of your 
duties, and mine, meet regularly. We get to see each other outside 
of you being a witness and raising your hand and swearing to tell 
the truth. And I want to thank you for the way you perform your 
duties, and the honesty and forthrightliness in which you present 
yourself, and I want to thank you for being here today. 

Mr. DeSeve. Thank you very much. 

Mr. Sessions. With that, in the spirit in which I’ve said that, I 
would like to ask that — Mr. Chairman, if it’s OK — if we approach 
the witnesses to give them a copy of a document which is in our 
packets. 

Mr. DeSeve, I would like to see, if you have not seen this sheet 
of paper, if you could look at it because what it talks about there, 
is it has the agencies broken down, and it talks about their finan- 
cial management status, and the word has been used today, their 
statutory duties. And I wondered if you could take a minute and 
tell me the statutory duties of department heads and that that they 
have in relationship to financial management and status, and their 
performance of those duties. 

Mr. DeSeve. Each department will be somewhat different, so let 
me speak generically and at a fairly high level, but try to cover 
your question. Every department head has to sign the FMFIA re- 
port which deals with internal controls. Every department head 
has to sign a representation letter regarding what they know about 
financial information, whether it’s materially misleading in having 
come to their attention. So, they must be engaged in the audit 
process as the ultimate client. 

In addition, the Inspector Generals continuously, in their own 
opinions, point out material weaknesses and reportable conditions, 
and under FMFIA, corrective action plans have to be put in place 
by each of the agency heads. I think those are their primary re- 
sponsibilities along the way, from a statutory point of view, vis-a- 
vis financial management. And they’re very serious responsibilities. 

Mr. Sessions. Well I am, today, in looking at this, stunned, per- 
haps not surprised, but I have heard the number and I think it is 
truthful, but I could not swear to that, but that the Department 
of Justice has had a budget growth of 83 percent since the Presi- 
dent has been our President. So, the Department of Justice budget 
has risen 83 percent, and yet I look at this sheet of paper, which 
you now have before you, and it says: Department of Justice, reli- 
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able financial information, no effective internal control, no compli- 
ance with laws and regulations, no grade in 1996, F grade in 1997, 
F. And it really brings about a question in my mind about who is 
and should be under the law. At this time, the Department of Jus- 
tice has been engaged in going out and looking at private industry 
and they themselves in looking at other people who have perhaps 
violated the law, have not lived up to their spirit of accounting 
standards, have not done what I would consider to be statutory du- 
ties that a CEO may have. 

And, yet, at this time. I’ve heard you describe that the Attorney 
General of the United States has to sign these forms that state 
that in her duties, statutory duties, that she’s been in compliance, 
and yet we see here that the person who is able to go out and pros- 
ecute Americans gets an “F” and “no, no, and no,” under their sta- 
tus report for their own fiscal accountability. 

I’m disturbed. I’m disturbed and I think that this is nothing less 
than something that is intentional because year after year, they 
have received the “F” and I wonder how you can help me think 
through this person that’s interested in the enforcement of the laws 
of this country, and they can sign a sheet, and yet an audit will 
show an F, and yet they are out prosecuting people in this country? 

Mr. DeSeve. I want to be very clear about their signatures. 
Their signatures indicate not compliance, that they were compliant, 
but rather that their weaknesses, that there were things that hap- 
pened, and they know of nothing else along the way. So, they don’t 
indicate that they are compliant when they are not compliant. 
That’s not what they do. 'They properly represent the fact that they 
are noncompliant 

Mr. Sessions. What the/re stating is that that report, even if it 
says that theyre not in compliance, is true to the best of their 
knowledge 

Mr. DeSeve. To the best of their knowledge, that is correct. I 
just want to be clear about that 

Mr. Sessions. Do you believe that it would be fair for the De- 
partment of Justice and the Attorney General of the United States 
to apply that same premise to someone involved in a SEC or other 
violations of this country dealing with financial management of a 
publicly held company? 

Mr. DeSeve. I would stand corrected by my auditor friend on my 
left, but I think that every chief financial officer and every head 
of a public company has to make a similar set of representations 
when they have an audit done, and also, in their lOKs— I believe 
their 101^ and their lOQs — have similar kinds of representations. 
So it’s standard 

Mr. Sessions. Do you believe that in any manner that one of 
these people would be allowed to state, of all the deficiencies that 
they were aware of, and yet still sign that report, and year after 
year, still, this be allowed? 

Mr. DeSeve. Yes, I’m going to again ask my colleagues to help 
me on this. I believe the first ever audit of the Justice Department 
was 1996. I believe they were a GMRA agency as opposed to a CFO 
Act agency. And the Department indicates that it’s a big challenge, 
the^re what we call a holding company department, they have lots 
of different pieces. And it’s a big challenge with INS, it’s a big chal- 
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lenge with the FBI, as it’s a big challenge with many of their com- 
ponents to comply with the rigorous accounting standards as put 
in place. Their systems were not a priority designed for that pur- 
pose. 

The Securities Act — and I’ll ask now my colleague on my far 
right — of 1933, Mr. Murphy? Is that right? 

The Securities Act of 1933 essentially set corporations on the 
course that we embarked on in 1996. So that applying a standard 
to a corporation is something that we’ve had experience with for 
some 60, 65 years. We believe that the Justice Department is work- 
ing very hard, taking very seriously the work that it’s trying to do, 
and trying to solve each of its problems. We’ve seen progress in its 
component agencies over the 2 years in which they’ve been re- 
quired to do it. 

So I don’t think it’s a lack of seriousness of purpose, I think it’s 
simply a question of time before we get to that standard. 

Mr. Sessions. I would just make the statement that those who 
throw stones should not live in glass houses. 

I would like to now ask Mr. Hawke, if I could, please, there was 
a statement that was made by Mr. DeSeve about a bank card, and 
sir, I believe that you represent the Treasury Department, and part 
of the discussion that has taken place today, the word full cost was 
used as processes are looked at across government. And I am con- 
cerned, and would like to hear from you, about this bank card func- 
tion. I think the statement was made that Treasury wants to make 
sure that no money leaves the Treasury that shouldn’t. In other 
words, if it can be held within the Treasury, that would be done. 
And I am concerned, although I do not think I communicated di- 
rectly with you, I am concerned about any Government agency 
doing something that is not cost effective and doing something that 
might be done more cost effectively by someone else. Can you 
please discuss with me this bank card? 

Mr. Hawke. Yes, I’d be happy to, Mr. Sessions. Let me first put 
it in context. What we’re talking about here is accounting for 
intragovernmental transactions — that is, transactions in which one 
government agency is purchasing goods or services from another. 
The problem that was encountered in connection with the prepara- 
tion of these consolidated financial statements is that there was no 
consistency in the way intragovernmental transactions were 
booked. 

So you might have, for example, the Department of Defense mak- 
ing a purchase from the Government Printing Office, and the Gov- 
ernment Printing Office may book that in the current period while 
the Department of Defense might book it in a future period, so they 
don’t show up in the accounting in the same fiscal year. 

Now that is being worked on; that problem is being worked on 
in a much broader context, with regard to the applicable account- 
ing standards. But the credit card, the intragovernmental credit 
card, is also a way that we’re going to be able to handle that prob- 
lem — 

Mr. Sessions. Does one not exist today? 

Mr. Hawke. There are some pilot programs that are in existence 
today, but we’re moving toward a system in which the Department 
of Defense would be able to pay for that purchase from the Govern- 
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merit Printing Office, for example, on a credit card so that — as Mr. 
DeSeve said — the money won’t leave the Government but the ac- 
counting will be, in effect, simultaneously recorded because we’ll 
have the two Government agencies as a party to a transaction 

Mr. Sessions. So, in other words, prior to today, there has not 
been or there has been a regular process, perhaps of the GSA, to 
pay for this, and to account for it? 

Mr. Murphy. We have some other systems. Years ago, we started 
out with just paper documents that both agencies signed, but then 
we started developing more automated systems that move the deb- 
its and credits between the agencies 

Mr. Sessions. In a timely manner. 

Mr. Murphy. In a timely manner, and simultaneously. 

Mr. Sessions. OK. 

Mr. Murphy. Unfortunately, that system was not robust enough 
to provide all the accounting information along with the financial 
data that agencies needed to reconcile and identify what they were 
paying, and what accounts should be charged. 

Mr. Sessions. Why is it being moved from GSA to Treasury? If 
you had an existing system, why did not GSA have an opportunity 
to go and make their system better? Why are you trying to dupli- 
cate or to do something? 

Mr. Murphy. At the moment — yes, sir. Basically, what we’re 
doing is piloting two different applications at the moment to deter- 
mine what works best. At some point we will go with one credit 
card application. We also will have some alternative mechanisms, 
including some mechanisms that utilize electronic data inter- 
change, that agencies can use. So there may not be just one single 
system that does all intragovemmental transactions. In different 
cases, one may work better than another, and be more cost-effec- 
tive. 

Mr. Sessions. Well I do understand EDI and how it works. I am 
concerned about the duplication of this system and would like to, 
Mr. Hawke, speak with you perhaps later in the month, on that 
issue. I am concerned that tough questions have not been asked 
about this system and its performance, and the duplication of that, 
so 

Mr. Murphy. We’d be happy to 

Mr. Sessions. I will do that offline and later. Mr. Chairman, 
thank you. 

Mr. Horn. I thank the gentleman and am now delighted to yield 
to our valued colleague from South Carolina, Mark Sanford. 

Mr. Sanford. Thank you, Mr. Chairman. I have just a couple of 
questions to start with. In looking at the consolidated financial 
statement, when you walk away from the whole, in looking at the 
process, are you struck with, in other words, are you struck with 
a financial statement that suggests scarcity or otherwise? 

Mr. DeSeve. Let me try to answer that question because I actu- 
ally answered it the other day. I think the net position is approxi- 
mately $5 trillion negative. I think when you take a $5 trillion neg- 
ative and compare that to the nature of the economy of the United 
States 

Mr. Sanford. Well, no. I’m not really going to the national debt. 
I guess what I’m suggesting is that as you’ll look at $1.6 or $1.7 
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trillion being spent, and then you look at, as Congressman Armey 
had suggested earlier, a 200-year supply of raincoats, the loss of 
$875,000 tug boat, a $460,000 crane being misplaced, a couple of 
F-18 engines being lost — I had seen there, with the chairman’s 
opening statement, you know, HCFA, basically overpaying by $23 
billion or within the Social Security Administration, an additional 
$1 billion toward supplemental. 

When you look at that sort of process — in other words — if you 
compare that to corporate financial statements that you’ve looked 
at, or individual financial statements that you’ve looked at, does it 
suggest to you scarcity or maybe too much money in Washington? 

Mr. DeSeve. It suggests the need for a much better management 
of the resources that are there. I can’t give you scarcity or surplus, 
but it’s certainly bodes for better accountability of those resources. 

Let me use HCFA as the example. I think you’ll see this year 
that the $23 billion comes down to $20 billion. That’s still not ac- 
ceptable. Actually, it’s a range 

Mr. Sanford. 'That’s real money, back home in South Carolina. 
[Laughter.] 

Mr. DeSeve. Sir, yes, sir. It sure is in Pennsylvania where I 
come from. The auditors actually stated it as a range between $11 
billion and about $24 billion this year. It’s about 11 percent of 
HCFA’s payments. It means that about 89 percent of the payments 
were made accurately; about 11 percent are inaccurate. 

What that tells us as we begin looking at the reasons 

Mr. Sanford. Have you seen that type of error rate in corporate 
financial statements you might have looked at? 

Mr. DeSeve. I have not seen that type of error rate in corporate 
financial statements, and it’s also higher than comparable Federal 
programs. I think we need to look very carefully at the fundamen- 
tal nature of the programs, Medicare and Medicaid, and the logic 
behind their design. 

They were designed as fast-pay programs. They were designed to 
quickly pay claims for doctors and hospitals without a pre-audit 
process built into them. The claims are paid by contractors. Con- 
tractors merely ascertain mathematical accuracy of a doctor’s bill, 
by statute — by statute. And then they make the payment. 

HCFA can go in on a post-audit basis. Doctors are very con- 
cerned now, the hospitals are very concerned, even in the post-au- 
dits the Department has begun, that there is going to be a lack of 
timely payment along the way. That their payments will be chal- 
lenged and it will interrupt the payment flow. So we have to look 
at the logic of the system and the secretary 

Mr. Sanford. You’re saying, basically, that it’s an illogical sys- 
tem? 

Mr. DeSeve. I’m saying that Congress in legislating the way that 
the HCFA payment system worked, set up a criterion that was log- 
ical; Let’s get these providers paid quickly so that we can hold their 
cost of funds down so that we can keep the system operating well. 
That was the logic of the system. 

I’m not saying it is illogical. I’m suggesting the logic of a dif- 
ferent system might say, let’s do a pre-audit first. Let us set up 
some selective pre-auditing criteria. Let’s pay 85 percent of the bill 
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and then chase for 15 percent. There are lots of different logics that 
you could impose on that system 

Mr. Sanford. If you were to look at the overall financial state- 
ment, you might not be able to make a determination as to wheth- 
er there’s too much money in Washington, or whether there was a 
scarcity of money in Washington, but what you would suggest, it 
seems to me, is, by what you said in terms of process, is cleau-ly 
Washington at times is not setting its priorities. In other words, 
whether it’s a 200-year supply of raincoats or a host of other 
things, that there is not a priority setting in the budgetary process 
in Washington. That would be a safe statement? 

Mr. DeSeve. I think it goes even beyond the budgetary process 
because management is all about setting priorities and deciding 
what we should be doing and what we shouldn’t be doing. I’ll go 
back to the little homily example of the credit card. We don’t need 
to be in the business of developing new financial management sys- 
tems that are proprietary to the Federal Government. The Visa 
network can do the same kind of interchange, the same kind of 
transaction management that we do. We should take advantage of 
those commercial systems wherever we can. That’s management, 
that’s priority setting. 

Mr. Dodaro. Congressman, can I add something to this discus- 
sion? 

Mr. Sanford. Yes. 

Mr. Dodaro. The questions you’re asking now are only possible 
because of the financial audits. For the first time, the government 
is quantifying the ma^tude of these problems. Before the first fi- 
nancial audit of HCFA, everybody knew there were problems with 
Medicare overpayments and fraud and abuse, but only anecdotal 
information existed. 

We worked, at GAO, with the HHS Inspector General to develop 
this sampling methodology to review paid cleums. Now you have a 
measure to ask these questions and you have a measure that’s now 
embedded in HCFA’s performance plan to bring improper pajmient 
down. We didn’t know before, as a government, how we were deal- 
ing with this, and where we should put our priorities. 'The estimate 
not only told us we had $23 billion of HCFA, it pinpointed types 
of providers where we were having a higher incidence of problems 
like, such as home health care providers. So, without these annual 
financial audits to track progress, you’re not going to have the 
basis to ask those type of questions. 

Mr. Sanford. Following up on that very thought. In other words, 
in terms of tracking, where we are — ^we had a brief conversation 
earlier in this dialog, in accrual versus, basically, cost accounting. 
As I understand it, we run the Federal Government books on cost 
accounting period, correct? 

Mr. Dodaro. 'They’ve pretty much been run on a cash basis pre- 
viously. We’re trying to get them on an accrual basis with these fi- 
nancial statements. 

Mr. Sanford. So, in other words, as you look at accrual, I was 
looking at some of the numbers in the back of supplement here. 
For instance, if you look at Social Security, the numbers that are 
here seem to suggest that there was roughly about a $3 trillion li- 
ability with Social Security. Based on accrual accounting, we’d need 
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to take that into account today. What do you think is the best way 
to — I mean, to have us recognize on a daily basis, for instance, the 
enormity of the Social Security problem? In other words, should we 
be — in other words, are we, in fact, on an accrual basis, not really 
running a surplus? If you take into account the contingent liability 
with Social Security? 

Mr. Murphy. Let me tiy to address that and then my colleagues 
can join in. At present, the accrual accounting standards that we 
have require for Social Security that the amount due and payable 
at the end of the year be shown as a liability on the balance sheet. 
In terms of those future liabilities for benefit pa 3 Tnents, we disclose 
a great deal of information, both in the notes and in our steward- 
ship section of the report. 

Mr. Sanford. I guess — let me turn it around. I guess what I’m 
asking is this: with the budget that the President sends every year 
to the Congress, basically, the formal debt of the U.S. Government 
is listed. \^at you all have done here is go a step further and list- 
ed the contingent liability that comes with Social Security. So you 
think it would be a good idea for this contingent liability to be list- 
ed as a part of our Federal budget? 

Mr. DeSeve. Let me try to answer that one because I am from 
0MB. The budget rules, the scorekeeping rules, and the Budget 
Enforcement Act, and now the Balanced Budget Act — I’ll use my 
word again — have a logic to them. You’d have to go back 

Mr. Sanford. Can we go back, though? Would that be a yes or 
no on that last question? I just want to hear yes or no first. 

Mr. DeSeve. I promise I’ll give you a yes or no in just a second. 

Mr. Sanford. All right. 

Mr. DeSeve. In order to do what you’re suggesting, that is, use 
an accrual method and many State and local governments actually 
budget on a modified accrual basis, and it’s only modified as to the 
timing of expenses and the timing of revenues. It’s modified from 
straight accrual. They do use that in their budgeting. 

The Federal Government has chosen not to do that 

Mr. Sanford. Keep in mind the chairman has only given me 10 
minutes, here, so — [laughter.] 

Mr. DeSeve. I’m sorry. What the Federal Government has said 
is, here are the rules, here are the scorekeeping rules. In order to 
do what you’re suggesting, we’d have to go back and unwind all of 
those rules. I think it’s unlikely that we’re going to want to do that 
any time soon. Collectively, when I say “we,” I really mean the 
Congress and the administration. 

So my answer is no, I think we have to deal with it as a liability, 
understand in the budget what our current payment is, and then 
spend a lot of time disclosing and discussing how we’re going to fix 
the thing on a projected basis 

Mr. Sanford. But wouldn’t the budget be the best place to dis- 
close it? 

Mr. DeSeve. I think we can certainly disclose it, but to use it as 
a budgeting tool beyond what it is now, I think would require a tre- 
mendous change in our budgeting rules. 

Mr. Sanford. But, in other words, the numbers I just looked at 
here say that this contingent liability, if you include Medicare and 
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Social Security, is basically greater than the existing national debt 
that we recognize. 

Mr. DeSeve. I’d have to do the math on that; I’m just not sure. 
We certainly need to have that out in front of everybody’s eyes. 

Mr. Sanford. In the last few seconds that I have here — ^trying 
to squeeze it all in, Chairman. 

On this last chart that was up here just a moment ago, it talked 
about 58 percent of the entities had received clean opinions. My 
question was, could we break that out in dollar terms? In other 
words, 58 percent of the entities might be a big part of the Govern- 
ment or it might be a little part of the Government. So, out of the 
$1.6 trillion or $1.7 trillion that we spend annually, what percent 
in dollar terms go clean opinions? 

Mr. DeSeve. I need to do that for you because I haven’t done it. 
It’s 100 percent of the revenue. So, if you look at both sides of the 
budget, 100 percent of the revenue got a clean opinion because IRS 
is one of those 5 components. It’s 100 percent of the debt. But I 
can’t tell you what it is of the expenses, but I’ll be happy to do that 
calculation on both the budget authority basis, and an outlay basis. 
We started to do it and we ran into some complications, but we can 
put that together. 

Mr. Sanford. And one last question, and that is, you’ve dis- 
cussed at length goals for unqualified opinions, if you will. My 
question would be, what are we doing in terms of the next step, 
which is goals for effective systems that lock in a lot of these things 
we’re talfing about? 

Mr. DeSeve. The chief financial officers that we referred to ear- 
lier have three primary goads. One of them is clean financial state- 
ments. The second is systems that make sense. Mr. Dodaro, Mr. 
Murphy and I all serve on the Joint Financial Management Im- 
provement Project, which is setting the computer system standards 
and also is reaching out to find new and better ways to get the pri- 
vate sector to design good, workable systems for the Government. 
We have a schedule at GSA that folks buy off. 

It takes time and, frankly, financial systems have a low priority 
within many organizations, believe it or not. This is helping to 
raise that priority. But most people would rather spend the extra 
dollar on programs rather than on system fixes, and that’s true, in 
some cases, in congressional appropriations committees as well as 
within departments. So we continue to fight a battle to get the 
money for the systems. Luckily, computer costs are coming down 
and we’re using more off-the-shelf software, and more commercial 
companies are coming into the Government market, all of which is 
going to be a tremendous help. 

Mr. Dodaro. Congressman, I would just add briefly that under 
the Federal Financial Management Improvement Act of 1996, if 
auditors determine the systems aren’t in conformance with the 
standards that Mr. DeSeve just mentioned, the agency head has to 
submit a remedial plan to bring the agency in compliance with 
those system standards within a 3-year timeframe. So that also is 
forcing the agency head to deal with the deficiencies noted in the 
audit report with the ultimate goal of fixing the underlying finan- 
cial systems, as well as getting clean opinions. That’s another legis- 
lative tool. 
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Mr. Sanford. Thank you, gentlemen. Thank you, chairman. 

Mr. Horn. I thank the gentleman from South Carolina. We’re 
going to go for a second round of 5 minutes each and I will yield 
my position and give the 5 minutes to my colleague, the ranking 
minority member, who has to leave for another subcommittee. Mr. 
Kucinich, 5 minutes. 

Mr. Kucinich. Thank you very much, Mr. Chairman. I do indeed 
have to go to a markup in the Education and the Workforce Com- 
mittee. I would ask staff to put the chart up that plots the progress 
toward sound financial management. If you could do that. I’d be 
very grateful. Thank you. 

I would just like to point out again, as you look at this chart, and 
we start with 1990, in 1990 you had about four agencies, major 
agencies, submitting financial statements, and about half of that 
receiving a clean audit. We go to 1994, the amount began to 
climb— actually triple to 12 agencies, major agencies, submitting fi- 
nancial statements, and the amount which received a clean audit 
doubled. And we go to 1996 and we have even more agencies, about 
22 or 23 in 1996 submitting financial statements, and about a half- 
dozen receiving a clean audit. And in 1997, 24 major agencies sub- 
mitting financial statements and about 8 to 10 receiving clean 
audit according to the chart on progress toward sound financial 
management. 

And I think that progress is what needs to be the guiding word 
here, and progress involves trial and error, it involves pointing out 
the accomplishments, as well as pointing out what hasn’t been 
done. Members of this committee have the right to point out what 
you need to do. 

As we do that, I think it’s fair to say, though, that the effort to 
bring the Government to better financial accounting doesn’t mean 
that we suspend the administrative functions of the various depart- 
ments which have some shortcomings in their financial accounting. 
I mean, imagine, for example, if we had a condition where a FBI 
agent, hot on the chase of the suspect suddenly cornered the indi- 
vidual and when he was about to make the arrest, was informed 
by the suspect, “Sir, the Department of Justice does not yet have 
its accounting straightened out so therefore you ought not arrest 
me.” Now that would take that agent in shock of course, but the 
implications of any Federal agency suspending until their account- 
ing would be done is interesting. 

If we were to encounter Iraq, could you imagine how we were to 
respond if Saddam Hussein suddenly said to the Department of De- 
fense, “Look, get your house in order, first, don’t come after me.” 

We know that you have some things that you have to resolve and 
I commend the Chair of this committee and every member of this 
committee who puts you to the test to do it because you have to 
do it. But at the same time, with all due respect, there are statu- 
tory functions which must continue, obligations which the Govern- 
ment has constitutionally to exercise, notwithstanding the condi- 
tion of accounting at some of the departments, which does need to 
be challenged and does need to be improved. 

And with that, my dear friend the Chair, I’m going to have to 
go to my markup. But I thank you for your diligence in calling the 
administration to a higher standard of accounting because I think 
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it’s this process which enables us to move toward a more perfect 
union. Thank you. 

Mr. Horn. I thank the gentleman. We have a few closing ques- 
tions here. First, a very simple one. What did the audit cost? I real- 
ize we aren’t done yet, but have you got a ballpark figure? 

Mr. Dodaro. Basically, the CFO Act requires 0MB to report as 
part of their annual plan the cost of compliance with the act, so I 
know as Mr. DeSeve puts together the figures for this next year, 
it’ll be included in that report to be submitted this summer. 

The only thing I can speak to today, Mr. Chairman, are GAO’s 
costs for doing this audit. For this fiscal year, as we focused on the 
1997 audit, it costs us about $3-$3.5 million to audit the $1.7 tril- 
lion revenue collection activity of Internal Revenue Service and 
several hundreds of billions of dollars of accounts receivable which 
eventually got down to $28 billion which is collectible. It took about 
another $4 or 5 million for us to audit the $3.8 trillion at the Bu- 
reau of Public Debt, and the $242 billion interest payment on that 
debt, as well as the amounts, $1.6 trillion owed to the trust fund 
activities. And it cost us about maybe another. I’d say, $12 to $15 
million to do — the computer control work, help support the IG’s in 
doing some of the audits and covering the rest of the agencies 
across Government. 

I would note a couple of things. One, we’ve issued quite a few re- 
ports on this effort in addition to the overall audit opinion which 
I’d be happy to supply for the record. Some of them are footnoted 
in the financial statement as well. We’ve issued, for example, a se- 
ries of reports helping DOD focus on the environmental liability 
issue, focusing on what they need to consider in order to do that. 

Also, we’ve been preparing for this for a number of years, and so 
in the 1996 process and earlier years, we engaged quite a bit with 
the Inspectors General across the Government to work on their ac- 
tivities, and actually, work jointly with a number of the IG’s, par- 
ticularly at HHS. 

Mr. Horn. So, to sum it up, what would we say the estimated 
cost is? I won’t hold you to it, but I’d just like a ballpark figure, 
and I’ll give you, you know, a couple hundred million in either di- 
rection. [Laughter.] 

Mr. Dodaro. In my household, that bass boat is a material item, 
so I would like to provide that for the record, Mr. Chairman. I gave 
you GAO’s costs for the year. I don’t know, off-hand, the costs of 
all the Inspectors General. 

Mr. DeSeve. We just haven’t tabulated them for this year. 
The/re still finishing up, as you indicated, with the incompletes. 
So we’ll get those 

Mr. Horn. So what is the ballpark on this? See, what I can do 
is a simple thing. It cost us $3 million for the first audit in the his- 
tory of Congress, 210-year history. So I can multiply 24 agencies 
by $3 million as a start, and say, did it cost you $72 million or did 
it cost $720 million, what was it? Where are we there? 

Mr. Dodaro. The only thing I can do is give you GAO’s costs 
which I’ve given you, Mr. Chairman. 

Mr. Horn. Give it to me as a bottom-line. I heard a lot of ifs, 
and’s, and hut’s there too, so what’s the bottom-line? 
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Mr. Dodaro. ok. Well the bottom-line for GAO for the year was 
about $20 million to carry out our activities. And that’s without the 
costs of the IG’s added to that figure. And it just wouldn’t be fair 
for me to represent to you what their costs were. 

Mr. Horn. Yes. No, no, we’ll ultimately get that but I was just 
curious 

Mr. DeSeve. Mr. Chairman, the agencies would be, now that 
they’ve done a couple of them, would be significantly less than $3 
million a copy for most agencies, for the normal agency. Where I 
can’t speak is HHS and DOD. I know that there was some extraor- 
dinary costs in HHS for the sampling work they did and then the 
look-behinds. 

And one of the problems — I’m not trying to be evasive, I just lit- 
erally don’t know. In some cases we have compliance auditing 
that’s going on at the same time we’re doing financial statement 
auditing. 

HCFA’s a classic example of that. They go in and they find in 
their sampling that there’s a problem with a particular payment 
which would help them in the financial statement audit. They im- 
mediately begin the compliance process in that regard. 

So, it will only take me a few days to get you the information, 
but I literally don’t have it at hand. Certainly less than $720 mil- 
lion. If it’s $72 million or $83 million 

Mr. Horn. I think I’m closer on the $72 million, right? 

Mr. DeSeve. I think you’re much closer on the $72 million, yes. 

Mr. Horn. The Horn system of governmental accounting. No. 2 — 
I’ve got two more questions — ^No. 2 is, I was very interested in 
what you had to say about the failure of the Department of Defense 
in the environmental area, because that’s been bothering several 
hundred Members in the House and the Senate who say: “Look, 
when are they going to face up to their environmental responsibil- 
ities?” Now they’ve got offices over there at the secretar/s level, 
they’ve got offices at the service level, and it seems to me part of 
the problem is their organization. Are they getting things done? 
Does GAO have any thoughts on that? Have you done an examina- 
tion of that part of DOD? 

Mr. Dodaro. In the environmental area? Yes, we had a series of 
reports which I can provide for the record. Initially, the Depart- 
ment felt they didn’t have the information necessary to make the 
calculations. We believed otherwise and embarked on a series of re- 
ports looking at different aspects, for example, in some of the sub- 
marines and some of the other areas. So we’ve issued a series of 
reports to them outlining the factors that they need to consider in 
coming up with the liabilities. 

I believe they modified their accounting policies, and intend to 
try to report that for fiscal year 1998. We encouraged them to try 
to report in the 1997 timeframe in accordance with the standards, 
but that just didn’t happen. So we’ve been giving that a lot of at- 
tention, and this is part of what we’ve been trying to do and part 
of our costs in carrying out this activity is to try to come up with 
solutions as well. We’ve been spending a lot of time at DOD trying 
to do that as well as helping them with their inventory counts and 
helping to try and improve accountability for mission assets. 
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Mr. Horn. Well, I think we’re going to hold a hearing on this in 
the next 2 months because after reading this report, and the noting 
that you gave to this situation, I think Congress needs to say, 
“Hey, what’s the problem? Is it just a failure of leadership? Is it 
a failure of organization?” They’ve got the money over there and 
they certainly get it out of us when they come; this is a very impor- 
tant thing. 

So, my last point I want to make is that Mr. Sanford’s questions 
were well taken, and I remember Mr. Neumann and I were the 
only people that talked about the future of liabilities 2 years ago 
in the House. And I’ve left it all to Mr. Neumann to keep up that 
crusade, but you had long-term planning, as I remember, in Social 
Security at about 70 years out, and you had the short-term at 
about 10 years out. 

Now most of us know that we’ve got a really big problem in 2010 
when you’ve got the baby-hoomers hitting, and we’re not going to 
have anymore the $1 billion surplus every week coming into that 
fund. It’s going to go out. 

We have a vote on the floor but we’re going to be done in 2 min- 
utes. So let me just say on Mr. Sanford’s part, that what’s perti- 
nent here is that the accounting system which all of you have spent 
a lot of time improving is extremely important as we get the strate- 
gic plans in the right way, and, as you know, we’ve got a bill com- 
ing through, a law coming through on that, and redoing some of 
them. 

And then getting the performance indicators. If the performance 
indicators are going to have any relevance and be able to enable 
a cabinet officer and the Office of Management and Budget and the 
President of the United States, who is the Chief Executive, to make 
optional choices, thus set priorities, we need the accounting system 
to go with the strategic plan to go with the performance indicators. 

And so — I think I’m optimistic here — despite all the holes we c£m 
all pick around here — ^and we do; that’s our job — ^things are improv- 
ing. Let me just say in closing, I want to thank you all for coming 
here. I think it’s been a very interesting discussion. If you have any 
last words to say about the GAO or the GAO about 0MB and 
Treasury, feel free. We’ll give you each about 30 seconds. Any com- 
ments? 

Mr. DeSeve. I’ll start and I’ll say that I have not had a more 
pleasant relationship than the one I’ve had with Treasury and 
GAO. There’s contentiousness but it’s a contentiousness of ideas 
and a contentiousness of trying to solve problems, and I think 
that’s been my experience, and I would defer to my colleagues. 

Mr. Dodaro. I would agree. I think we have a constructive work- 
ing relationship. We call it as we see it, which is what we need to 
do at GAO, but we also need to step up and help find solutions to 
the problems, and we’ve been solution oriented. We’re all after the 
same goal which is to give the public what they really deserve. 

Mr. Horn. Well, I thank you, gentleman. Let me just note in con- 
clusion, today’s hearing is the first in a series of hearings during 
which the subcommittee will review the management practices and 
the financial management practices of the Federal Government. We 
have already scheduled the Internal Revenue Service for April 15— 
an interesting date, I might add; the Department of Defense on 
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April 16; the Health Care Financing Administration on April 17; 
the Inspector Generals as a group on April 21; the Clinger-Cohen 
procurement acquisition legislation and the flexibility we’ll be look- 
ing at, on April 23; Federal property management we’ll be looking 
at on May 4. So, in the next month, we have roughly six hearings 
on just tlds area, going into more depth. 

And now let me thank the people that arranged this and are ar- 
ranging those next six hearings: J. Russell George — whose back is 
against the wall there — stand up, Russell — staff director and chiei 
counsel of the Government Management, Information, and Tech- 
nology committee. The professional staff member that has worked 
particularly on this and explaining to us what’s in those fine docu- 
ments you gentlemen put out is Dianne Guensberg who is to my 
left and your right, she’s on detail from the General Accounting Of- 
fice; and we thank you, we’re glad to have your experts come in 
here and we hope they learn something as we certainly learn some- 
thing. John Hynes, professional staff member; Matthew Ebert, 
clerk; Welton Lloyd, a congressional fellow working with us; David 
Coher, a USC — let’s see, not University of South Carolina, it’s the 
University of Southern California as some know — as an intern, 
we’re glad to have him; Kamela White also an intern. And then foi 
the minority, we have Earley Green, the staff assistant for the mi- 
nority; Mark Stephenson, professional staff member; Faith Weiss, 
minority counsel; and Ann Paine West is our court reporter. And 
we thank you all. With that, this hearing is adjourned. 

[Whereupon, at 11:45 a.m., the subcommittee adjourned subject 
to the call of the Chair.] 

[Additional information submitted for the hearing record follows:' 
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A MESSAGE FROM THE SECRETARY 
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effieieacy of the United Stata Goveremcat b 1994. iha Admiuantioo stranfly 
supported the Govemaem Maegeaca Kefim Act. which mariatad die itsuafr 
of die audited financial stoeacas whkh fiiUow. Tha Adaais&aia ha worked 
through die Federal Aooouniag Sandads Adviaory Board a oaae be a txtiunrin g 
ftadards that fam the basis fbr tbsa finactil fiiwirMiw 

Despite the absamisl progress that ha been made, however, fin dier 
improvements are cleariy necessary. Tht audit repoR from the General Accaaring 
Office (GAO) discusses many area a which the reUaUiiy of the current financial 
statements must be mhmerd end iaprtrvedL Aa a result, iba GAO wa unable to 
render u opininn on these uvaaan. 1%c Adamisniioo is therefore cotnmiiiad 
to working widi the GAO, Federal egeacia, and odwr m ta tiad p anto to achieve 
the Presidem’s goal of receiving m unqnalifted opinioo from the GAO on the FY 
1999 CaisoUdBcd Finaiieial St a smitott . We believe that the pubUcadon of them 
audited scaiemcets is w iap or au t flcp in providing American citii e us with more 
informatioo about the operations of t^ govera m eoL 


Itoben E Rubin 


Consolidated Ftoaocia] Sutemeacs of the United States GovcnmicDt. Fiscal 1997 






79 


2 


Discussion and Analysis 


Consolidated Financial Statements 
of the United States Government, Fiscal 1997 
Management’s Discussion and Analysis: 
Introduction 


No other entity in the world com- 
pares in size and scope to the U.S. Gov- 
ernment, which has continuing 
responsibilities for the general welfare 
of its citizens and for national defense 
Yet, to this date, the U.S. Government 
has never set forth a comprehensive 
statement of its Hnances in accordance 
with af^licabte accounting standards. 
This dooiment is the U.$. Govern- 
ment’s first pr^aration, in accordance 
with new Fede^ accounting standards, 
of comprehensive finandai sutemenu 
that indude all of iu vast and complex 
activities and that subiect those finandai 
statemenu to the r^ors of an audit. We 
are pleased that these finandai state- 
ments have been produced and sub- 
jected to audit on a timely basis within 
the relevant statutory guidelines. 

For over 200 years, effective manage- 
ment of the U.S. Government has std- 
fered from a lack of comprehensive 
finandai information. The Administra- 
tion is committed to addressing this 
shortcoming. In 1994. the Administra- 
tion strongly supported the Govern- 
ment Management Reform Act, which 
mandated the issu- 
ance of annual 
audited finandai 
statements for the 
24 largest agendes 
and for the Govern- 
ment as a whole. To 
provide a sound ba- 
sis for these financial statemenu, the Ad- 
ministration and the General Account- 
ing Office (GAO) have worked through 
the Federal Accounting Standards Advi- 
sory Board (FASAB) to create the ac- 
counting scaodaids that form the baais 
for these statemeats. 

The Administrauofl appredates the 
cooperation and aatistaace of the GAO 
in auditii^ these finaocia! statemenu in 
a timely manner, and looks forward to 
workii^ with the GAO, Federal agoi' 
des, and ocher interested parties to con- 
tinue improving the reliability of the 
financial infornution upon which the 
statemenu are based. The effort to pro- 


vide a comprehensive and reliable set of 
Tinaodal statements for the U.S. Gov- 
ernment, which began in 1997, is ongo- 
ing and improvemenu are clearly 
necessary. Because of current dau limita- 
tions, the GAO is not able to render an 
opinion on the reliability of these finan- 
cial statemenu. The Administration is 
committed to improving the reliability 
of the financial information so chat the 
U.S. Government can achieve the Presi- 
dent’s goal, as stated in the fiscal 1999 
Budget, of reedving an unqualified opin- 
ion from the GAO on the fiscal 1999 
Consolidated Financial Statemenu. In 
addition, the Administration 's objec- 
tives for individual agendes arc re- 
flected in the Federal Finandai 
Management Status Report and Five- 
Year Plan issued by the Office of Man- 
agement and Budget. That document 
seu forth the dates by which agendes 
have pledged to submit timely finandai 
statemenu with unqualified audit opin- 
ions. 

The ongoing challenges involved in 
obtaining reliable financial information 
should not, however, obsouc the pro- 
greu that has been 
nude or the pocen- 
cial insigbu pro- 
vided by 
preparation and 
audit of these state- 
menu. The Admini- 
stration remains 
committed to providing the President, 
the Congreu, and the American people 
with reliable iafonsation about the fi- 
nandai position of the U.S. Govern- 
ment on an accrual basis — including 
the con of iu operations and the financ- 
ing sources used to fund these (^ra- 
tions. Such information will ultimately 
prove extreosely helpful to policy-mak- 
ers and the public. 

It is worth emphasizing that the U.S. 
Goversmem does not have a tingle bot - 
tom line that reflccu iu financial status. 
Iu operations and scope are much too 
complicated to be summarized in any 
single number. But the information in- 


“No other entity in the 
world compares in size 
and scope to the U.S. 
Government.” 
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eluded in these natemems provides a 
view of the Government 's finances that 
has not previously been presented in a 
comprehensive form. 

The accompanying rinancial state- 
ments are required by 31 U.S.C 33 
(e)(1) and consist of Management’s Dis- 
cussion and Analysis (MD&A), a Bal- 


ance Sheet, a Statement of Net Cost, a 
Statement of Changes in Net Position, 
Notes to the Finaoctal ^atements, and 
Supplementary Information, which in- 
c h’d rs a stewardship section. Each sec- 
tion of these futaocul statements is 
preceded by a description of the sec- 
tion's cootenu. 


Management’s Discussion and Analysts 

This section explains the basis of ac- eminent md not have a comprehensive 

counting used to prepare the statements set of generally accepted accounting 

and presents selected financial and eco- standards. The three principals con- 
nomic information intended to assist cemed with overall financial manage- 


readers in their assessment of the U.S. 
Goverament's fmaneial stanu. It also 
summarizes financial management initia* 
fives designed to continue improving 
the reliability of the financial stacemenu 
and to address the issues identified in 
GAO’i report on these financial state- 
ments. 

Reporting entity 
and basis of accounting 

Coverage 

The financial statements cover the ex- 
ecutive branch, as well as pans of the 
legislative and judicial branches of the 
U.S. Government. Information from 


meat in the U.S. Government (the 
Secretary of the Treasury, the Director 
of OMB, and the Comptroller General) 
created the FASAfi to address this void. 
Just as the effon to improve the reliabil - 
ity of the financial atatements is ongo- 
ing. the effon to produce and 
implement a compreheoiive act of ac- 
counting principles is also ongoing: 
FASAB completed work on the basic 
set of Federal financial accounting stand- 
ards (FFAS) in 1996, but some of the 
standards will not become effective un- 
til fiscal yean 1991 and 1999. 

The accounting standards developed 
by FASAB are tailored to the Federal 
Government's unique characteristics 


the legislative and judicial branches is 
Uffiic^ because those entities are not re- 
quired to prepare comprehensive finan- 
cial siatemenu. For example, the 
property, platn and equipment of the ju- 
dicial branch and the Congress are not 
reflected in these stacemenu. In addi- 
tion, govemmem-spoasored enterprises 
(such as Federal Home Loan Banks and 
the Federal National Mortgi^ Associa- 
lion) are excluded because they are pri- 
vately owned. The Federal Reserve 
System is also excluded because mone- 
tary policy is conducted separately from 
and independently of the other central 
Government functions. The narrative as- 
sociated with the Statement of Net Con 
describes the major functions of the 
U.S. Govenitncnt. 

Accounting standards 

In 1994, Congress passed and the 
President signed the ^vemment Man- 
agement Reform Aa, which required 
the preparation and audit of financial 
statemenu. At that time, the U.S. Gov- 


"The Administration 
renuins committed to 
providing the President, 
the Congress, and the 
American people with 
reliable information 
about the financial 
position of the U.S. 

Government.” 

and special needs. For example, the U3. 
Govenunent needs financial informa- 
lion that is useful in planning future 
budgets and in cootroUiag budgetary ex- 
penditures. Consequently net coets, 
rather than profit, are used as the pri- 
maiy measure for aweising effi- 

ciency and effectiveness of Government 
operations. 

The Consotidtfed Financial State- 
menu of the U. S. Covemment are gen- 
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erally prepartd in accordaoce with appli* 
cable ^AS. The siatemenu arc od the 
accrual baaia unleaa otherwiae Aoced. 
Thua cranaactiooi are recorded in the ac* 
councinf recordi when the evenu giv> 


‘The accounting 
standards developed by 
FASAB are tailored to 
the Federal 
Government’s unique 
characteristics and spmal 
needs.” 


ia( riae to the craaaaccioau occur, iwher 
than when caah ia r eceived or paid. By 
coBtraat, the Federal budfet ia genenlly 
baaed oo budfctary c oo c ep ta a^ pda* 
dee adopted ^ the Coofm and the Eat* 
ecudve branch, which are gnerally on 
the each bana. 

The moet aifaificaat dafimnee be* 
twee n FFAS and budptary meafurci in* 
vohrec tifluni and othtf differcocee 
between the recognition and aeamre* 
ment of revenues and coeti. For exam* 

aecountittf atandarda require 
recognition of liebahiei for coeta related 
to environmental dean<up when the 
cventa renikifig ia sudt costa occur, 
contrast, only ^e amouna eepm d e d 
cunendy are included as outb^ in the 
budget. The effectx of thew differences 
are reflected in the TUcoociharion of 
the Oiangce in Net Poaitioa to the Defi* 
dt oo the Budgetary Bade,* which ia 
preaented in t^ nqiplcma»ary eection 
of fiaandal 

Theae financial atgemeata do not in* 
dude tnfbrnutioa on natural reaources 
(depletaUe reaouccea, euch ae mineral dr* 
pocita and petroleum or renewable re* 
•ourcea, ac timbci) becauac 
atandarda have not yet been recom* 

far mmI HiaMuytHg 

theae anete. Nor are vduee for auward* 
ehqi land (Und not need in Govemmeat 
ioduded W 

atacementa — informmion about the 
coi^Mdtioo od quantity of auch land 
it, howeve r , reported ia the strwardahip 
icetion in accordance with FFAS. 

Finally, a con^rehcaaivc aeieaameot 
^ the Govemmcat'i finindal itatua 
chouid recognize the Goverament’a sov* 


ertign powers to raise revenue and regu- 
late commerce. These powers are not re- 
flected in the following atatemenca, but 
should be considered in a comprehen- 
dve aaaesameoc of the Govcmmeoc’s fi- 
nancial condition. 

Future changes 

As noted above, the process of im- 
proving theae financial is on- 

going. For example, in future 
atacementa, FASAB is propodag that 
the value of national defease property, 
plant, and equipment (weapons syacemi 
and support property used ia the per- 
formance of military mitaiona and vea- 
ids held as part of the National Defease 
iLeicfvi Fleet) bercmovedfnNBthebol- 
aaca sheet and that information about 
these asscu be repoiccd in the steward- 
ship section of the acmemeacs. 

ThM aemu are currently valued at $6)6 
biOioo. In addition, future financial 
statementt will include information 
about de f erred — *•— (mainte- 
nance that waa not perfoemsd when it 
ahoold have been or eras 

The 199t finasKial natea a enu v^ 
also expand the stewardship eeoion, 
which will include s cuircat services as* 
sfssment abowiag both the short- and 
oaediunKerm directioa of current pro- 
grams. The curnm scrvicce aaseeuncm 
will present actual rcccipc and outlay 
data for all programs for the year for 
arhkh the finaadal aucemems are pie* 


The 1998 fiiiancial 
statements will include a 
current services 
assessment showine both 
the short- ana 
medium-term direction 
of current programs.” 


pared base yca^ and eetiinatea for 

at learn «x years subeequrnt to the bme 
yew. This assrnmrm will thus facilhste 
cvslustion of the sufflcieocy of future re- 
sources to "«*■«" public aervicee and to 
meet current and future obligationa aa 
they become due. 

The sccarardahip section of these fi- 
nancial nixemenu ia future years will 
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also include informaiion about heritage 
assets and stewardship investmencs. 
Heritage assets are national monuments, 
museums and library collections. Stew- 
ardship investments include: 

*Non-federal physical property: the 
Federal share of properties owned by 
State and local governments (e.g. high- 
ways and airports). 

•Human capital: Invesimcoa in edu- 
cation and training programs financed 
by the Federal Government for the 
benefit of the public. 

*Research and development: Federal 
Government investments in basic and 
applied research and development. 

These invesemenu will be separately 
identified in the stewardshqi section, 
but will not be reported on the ConstJi- 
dated Balance Sheet. 

Economic and 
budgetary reaulta 

Economic conditiocu were ex- 
tremely favorable in fiscal 1997. Over 
the year ending in 
September, the race 
of growth of eco- 
nomic activity accel- 
erated, job gains 
continued to be very 
strong, and the un- 
employment rate 
fell to 24-year lows. 

At the same time, in- 
flauon was very well 
contained, with the 
underlying rate of in- 
flation dropping to 
levels not seen since the midl940's. 
Strong growth in incomes contributed 
to a decline in the Federal budget deficit 
to its lowest level since 1974. 

The economy in fUcU 1997 

Real gross domestic produa (GDF) 
grew by 3.9 percent dui^ fiscal 1997 
(which encompencs the foui^ quarter 
of calendar 1996 throi^ the thM quar- 
ter of calendar 1997), the fastest rate of 
growth since fiscal year 1994. Growth 
was stronges in the first two quarten 
of the fiscal year at a more than 4 per- 
cent annualized pace, then it moderated 
to close to a 3 percent annualized rate in 
the second half of the year. 

The economy was led by strong 
gains in consumer spending and in busi- 


ness capital investment. Consumer 
spending, which accounu for about cw» 
thirds of real GDP. expanded by 3.9 per- 
cent during the fiscal year, much faster 
than the 2.4 percent average pace in the 
prior two fiscal years. Business invest- 
ment spending grew by 10.8 percent dur- 
ing fiscal 1997, chiefly due to continued 
strong gains in spending on capital 
equipment such as computers and other 
high technology goods. Residential con- 
struction started the fiscal year on a 
weak note but strengthened over the 
course of the year, posting a modest 2.2 
percent increase for the year as a whole. 
Restraining growth in fixal 1997 was 
further deterioradoo in net exports, u 
accdcrating domeetic economic growth 
continued to draw in imports at a faster 
pace than the growth in exports. 

Employment gaowth accelerated in 
fixal 1997 as the economy added 2.8 
million new jobs, compared with gains 


200,000 due to a pickup in both rcsidea- 
till and ntmrcsidenciil building. The un- 
employment rate fell bdow 3 percem « 
the end of the fiscal year and av eraged 
5.1 percent for the year as a whole. 

Th^ rates were the lowest rates of un- 
employment in 24 years. 

Despite beahhy economic growth 
and very low rates of uncmploymcot, 
price pressures did not build up during 
the year; if anyihing, 

declined. Broad measures of inflation re- 
mained extremely low, rising at rates 
not seen sinra iIm mid'1960’s. Lower en- 
ergy and food prices played a role in 
holding inflation down, as prices for 
these commodities eased after tome 
pickup in the prior year. Prices for 
other goods and services were also well- 


“Over the year ending in 
September, the rate of 
growth of economic 
activity accelerated, job 
gains continued to be 
very strong, and the 
unemployment rate fell 
to 24-year lows.” 


of 2.4 and 2.6 million for the 

previous two fiscal yean. Most of the 
new )obs were in 
the private service- 
pro^cing sector, 
with espMially 
rapid growth in 
business and engi- 

anli fnSnSgC- 
meni services. 
Employment in 
manufacturing in- 
creased by 126,0CX) 
in fiscal 1997, and 
construction jobs 
grew by more than 
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contaiDcd. Total consumer prices in- 
creased by 2.2 percent during the fiscal 
year and "core* prices (excluding the 
food and energy components) also rose 
a modest 2.2 percent. In fiscal 1996, in 
contrast, total consumer prices in- 
creased by 3.1 percent and the underly- 
ing ("core") rate of inflation was 2.6 
percent. 

Budget reaulti 

The Federal budget deficit Improved 
dramatically in fiscal 1997, falling to 322 
billion from $107 billion a yt»T earlier. 
The 1997 deficit was tlu lowest in more 
than two decades, and continues the sub- 
stantial progreai made over the past few 
yean in reducing the deficit. &nce reach- 
ing an allHtme ci $290 billion in fii- 
cal 1992, the deficit haa been cut by 
almost 90 percent overihe past five 
yean. Aa a share of GDP, the deficit 
now stands at 0.3 percent, the lowest 
percentage since fiscal 1969, when the 
budget was laac in surplus. 

The fiscal 1997 de^t was wall be- 
low the deficit that wm forecast at the 
start of the fiscal year, due in Urge pan 
to higher-chan-etpecced recdpet, which 
increased by t.7 percent in fi^ 1997. 
Growth of rcceipa was led by strong 
gains in individual income tax pay- 
ments, reficcting r^»d job and income 
growth as well aa h^ Uvels capital 
gains from the rising stock market. Cor- 
porate income uix reccipu also grew rap- 
idly as profiu coadnued to rise. 


Component* of nonexchange revenue 



to the deposit insurance account, both 
of which are netted against outlays in 
budget accounting. Excluding those two 


“The Federal budget 
deficit improved 
dramatically in Hscal 
1997, falling to $22 
billion from $107 billion 
a year earlier.” 


cacegortes, growth of outlajrt in fiscal 
1997 was approximately 3.5 percent, 
still a very oaoderate increase. Moat cate- 
gories of outlays posted only modest in- 
creases in spending compared whh the 
previous year, except for defesue and a 
few small programs, which grew at 
slightly falter rates. 

Improvements in the deficit have 
continued into fiscal 199t. The Federal 
Budget for fiscal 1999 projectt the 
bud^ to show I $10 bill^ deficit in 
fisc^ 199$ -> followed by a nearly $10 
billion surplus in fiscal 1999, whidi 
would be the first surplus in 30 years. 
Some outside analysts believe tlw re- 
sults so far through the current fiscal 
year suggest that the fiscal 199$ budget 
may actually post a surplus — ^ which 
wmU be the first in 29 yetis » instead 
of a small deficit. 

Revenue and expense 
summary 

Revenue 

Noncxebange rercaue is the U5. 
GovcnuBcst’s prinary source of reve- 
nue, and totaled $1,577 billieo in 1997. 
More than 95 percent of this total came 
from tax leceipct, with the remaioder 
coming from cususms duties and other 
miscrilansoui i scripts 

Earned revenues ere inflows of re- 
sources thn arise from rtrhaagr creamc- 

dona. Fjghiy n-M — nmie 

when each party to the tsansacoon sacri- 
fices value and receives value in return 
— for exao^e, when the U.S. Govern- 
ment icIIb goo^ or services to the pub- 
lic. During 1997, the Government 
earned $151 bUlioo in such revenue. 
Tbeee revenues are ofbet against the 
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gross cost of the related functions to ar* 
rive at the funaion's net cost. The U.S. 
Goveromeot also earned $12 billion 
that was not offset against the cost of 
any function. 

Expenses by function 

The net cost of U.S. Government op- 
erations was $1,603 billion for 1997. 

Net cost represents the gross con of op- 
erations less anributable earned reve- 
nues. The naiement of net con reflects 
the con incurred to carry out the na- 
tional priorities identified by the Presi- 
dent and the Congress. The functions 
and subfunctions used to accumulate 
costs associated with the national priori- 
ties are identified in the President's 
budget and described in detail in the 
Consolidated Financial Sutements sec- 
tion of this report. The accompanying 
chart presents the percentage of the net 
cost of Government operations repre- 
sented by each of the U.S. Govern- 
ment’s functions. 

Asset and liability summary 

Assets 

The assets of the U.S. Government 
are the resources available to pay liabili- 
ties or to satisfy future service needs. 

The asseu presented on the balance 
sheet are not a comprehensive Use of 
Federal resources. For example, the 
Govenuneoi's most important financial 
resource, its ability to tax and regulate 
commerce, cannot be quantified and is 
not refleaed. Natural resources and 
stewardship land (national parks, forests 
and grazing lands) are other examples of 
resources that are not included in the 
$1,602 billion of Federal assets reported 
at the end of 1997. The accompanying 
chart depicts the major categories of re- 
ported assets as of S^ember 30, 1997 
as a percentage of reported total assets. 
Detailed information about the con^Ki- 
nents of these asset cat^ories can be 
found in the notes to the financial state- 
ments. 


Liabilities 

At the end of 1997, the U.S. Govern- 
ment reported UabiUties of $6,605 bil- 
Uon. These liabilities are probid>le and 
measurable future outflows of resources 
arising out of past transactions or 
events. The largest component of these 


Net cost by major function 



Uabilities ($3,76S bUUon) u represented 
by Federal debt securities held by the 
pubUc. The nett largest component 
($2,244 billion) relaxes to pension, dis- 
abiUcy, and health art costs for veter- 
ans. and retired military and Federal 
eix^>lo)rees. 

Another UabiUty, which will likely 
require substantial future budgetary re- 
sources to Uquidatc, is related to envi- 
ronmental clean-up costs. As of 
September 30, 1997. the cost of cleaning 
up environmental contamination was es- 
timated to be $212 billion. This figure is 
subject to much uncertainty, however, 
for two reasons. First, h dc«s not in- 
clude complete eftimates from all agen- 
cies with likely environmental clean up 
responsibilities. Second, agencies lack 
substantial corperience in estimating 
clean-up com. Therefore it is likely that 
the liability estimate will be revised as 
sgesicies gain experience in identifying 
and estimating environmental clean-up 
com. The accompanying chan presents 


Major categories of assets 



Inventories and 
related property 13.1% 


Taxes recervaUe 1.8% 

Loans recetvaUa 9.7% 

Accounts receivable 2.2% 

Cash and cither monetary assets 5 8% 
Other 3.9% 
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Major categories of liabilities 


Aocount* payable 
Other liabMiUea 
Loan guarantee liabilities 
Benefits due and payable 
Environmental liabililies 



the perceot^ of total Federal iiabilitict 
represented by each of ;he cateforiet of 
Utilities repotted on the balance ihect. 
Additional details about the U^. Gov* 
emment'a reported Uabtlittet can be 
found in the notei to the financial state* 
menta. 

Future comcnitments 

The U.S. Government has substan* 
tial future commitmenu to ita chitena, 
includii^ the provision of social insur* 
ance through the Social Security and 
Medicare programs and ocher commit* 
menu ass^ated with Federal insurance 
and loan prt^;runs. Information about 
the nature and extent of these commit- 
menu is presented below. 

Ftoancial condition of the Social 
Security trust funds 

Two crust funds have been escab* 
Ushed by law to fmazKc the Social Seen* 
ricy program (OASDp *FederaI Old 
Age and Survivors Insurance (OASI) 
ai^ Federal Disability Insurance QDQ. 
OASI pays reuremeot and turvivon 
benefiu and 01 pays benefiu after a 
worker becomes disabled. OASDl reve* 
nues consist of taxes on earnings chat 
are paid by cm^oyees, their employer*, 
and the s^>employcd. OASDl also re* 
caves revenue from caxasioo of pan of 
Social Security benefits. Revenues that 
arc not needed to pay current benefiu 
or administrative expenses are invested 
in Treasury securities to earn inuresi 
for the crust funds. The securities issued 
to the trust funds are guaranteed as to 
both principal and interest and backed 
by the full faith and credit of the U.&r- 


Govemreeni. All else equal, the issu- 
ance of securities to the trust funds re- 
duces the amount Treasury must 
borrow from the public, inversely, 
when the trust funds need cash, they re- 
deem investmenu and raise the financ- 
ing requirements of the Treasury (again, 
all else equal). 

The Board of Tnutecs of the OASI 
and Dl Trust Funds provides the Presi- 
dent and the Congress with short range 
(10 yean) and long range (7S year) aau- 
arial estimates of each trust fund. Be- 
cause of the inherent uncertainty in 
estimates for as long as yean into the 
future, the Social Security Trustees use 
three alternative sets of economic and 
demographic assumptions to show a 
range of possibilities. Most analysts use 
the intermediate sec of assumptions to 
evaluate the financial condition of the 
Social Security program. 

The 7^ycar estimates *»«»«"» that fu- 
txire worker* (except for those working 
in types of employment not nundato- 
rily covered by the program) arc cov- 
ert by Social Security once they enter 
the labor force. The estimate* rriUct the 
impact of the retirement of the baby 
boomen, at well as demo- 

grapbica (e.g. an increase in life expec- 
tancy and a decline in the birch rate). 
For example, in 1960, 5 worken paid 
for every beneficiary. Today, the ratio 
of worken to b enefi cia ri es it 3.S to 1 
and SO year* from now, when the baby 
boom geoenxioo retires, it will drop to 
2 to 1. The retirement component ^ 


“The Administration 
intends to work with 
Congress on a bipartisan 
basis to enact long-term 
Social Security rerorm in 
1999 ." 


the program is financed largely on a 
*pay-a»-yovgo* bsaia, i.c., current rcciie- 
meni benefiu are largely financed by 
current payroll cMtiibudoni. 

Under current legislacioa and using 
intcrmediaie assumptions, the Trustees 
estimated in their 1997 report that by 
2012 cash disbursemenu for the pro- 
grams will exceed cash reccipu and by 
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2029 the combined trust hinds assets, 
primarily invenments in Treasury secu- 
rities, vUl likely be exhausted. With no 
change in the program, in 2012 the trust 
funds arc expeaed to begin using inter- 
est on their investments to cover the 
cash shortfall and to pay benefits. Start- 
ing in 2019, they would begin redeem- 
ing their investments in Treasury 
securities to provide the needed cash. In 
2029 trust hind assets would be ex- 
hausted; at chat time, tax revenues 
would be sufficient to pay approxi- 
mately 75 percent of the benefits due. In 
these consolidated financial natements 
(which eliminate intragovenunencal as- 
sets and liabilities), the OASDl cash 
shortfall would result in a decrease in 
cash and/or an increase in amounts bor- 
rowed from the public. 

Aher a year of public discussion in 
199S, the Administration intends to 
work with Congress on a bipartisan ba- 
sis to enact long-term Social Security re- 
form in 1999. Acting sooner rather than 
later to address the long-term financing 
needs of the program will make the re- 
quired changes less disruptive and en- 
sure that Social Security works as well 
for future generations as it has for pan 
generations. Additional information 
about the Social Security pre^pam can 
be found in the stewardship section of 
these financial scatemenu. 

Financial condition of the medicare 
trust funds 

Two trust funds have been estab- 
lished to finance the Medicare program. 
The Medicare Part A Hospital Insur- 
ance (HI) Trust Fund is financed by a 
2.9 percent ux on wages and salariea re- 
quired to be paid equally by emfdoyees 


have elected coverage. These premiums 
covered approximnely 25 percent of 
the fund's costs tn fised 1997. The re- 
mainder of the costs is funded by Con ■ 
gressional appropri^ons. 

Federal Hospital Insurance end of year 
Trust Fund balances through 2010 
(In billions of dollars) 



The 1997 trustee’s report projected 
that the HI trust funds' assets were ex- 
pected to be depleted by 2001. How- 
ever, the Balanced Budget Act of 1997, 
which was enacted after the trustee’s re- 
port was issued, contained provisions 
that reduce the growth of the programs’ 
costs. As a result of the Balanced Budget 
Act of 1997, the HI trust fund assets are 
not expected to be depleted until 2010. 
That legislation ^ esublished a bipar- 
tisan commission to assess and recom- 
mend structural changes to ensure 
Medicare's long term viability. The 
Comnussioo is required to issue its re- 
port by March 19^. The accompanying 
chart presents the end of ytv HI trust 
fund balances. AddidoDal information 
about the Medicare program can be 
found in the stewardship section of 
these financial siitemeau. 


“The Federal 
Government has 
significant commitments 
associated with Federal 
insurance and loan 
programs.” 


and employen. The Medicare Part B 
Supplementary Medical Insurance (SMI) 
Trust Fxud receives premium payments 
on behalf of MedDcdH^neficiariet who 


Other commitments 

The Federal Government has signifi- 
cant commitments associated with Fed- 
eral insurance and loan programs. These 
programs include bank deposit insur- 
ance, national flood insurance, federal 
crop insurance, and a range of other in- 
surance commitmenu chat total over 
$2,774 billion. In addition, the U.5. 
Government has guaranteed a substan- 
tial portion of this country’s bousing, 
agriculture a nd ed ucation loans. Al- 
though the fa^^ilKie of tlfftsi guaran- 
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tees wss in excess of %7t2 billion as of 
September 30, 1997. The amounts re> 
ported for insurance and loan commit* 
meets represent the most conservative 
possible assumptions of maximum risk 
exposure. These amounts are not future 
claims on Federal resources. However, 
the risk of future outlays associated 
with such commitments could be sub* 
nantial. Additional details about the 
U.S. Government's future commit- 
ments are presented in tim notes to the 
fmancial sutemenu. 

Manigement iniciatives 

Since passage of the CFOs Aa in 
1990 and its expansion in 1994, much 
has been accomplished. There is now a 
comprehensive set of generally accepted 
accounting standards in place. For the 
first time in its hiaory.^e U.S. Govern- 
ment has prepared and subjected to 
audit consolidated financial statements 
covering all hs vast and complex pro- 
grams and activities. 

The 24 agencies sub- 
ject to the CFOs Aa 
are issuing audited 
agency-wide finan- 
cial statements. Gov- 
ernment 

corporations subject 
to the Government 
Corporation and 
Control Aa also are 
issuing audited finu- 
cial statements. While these accomplub- 
menu are aigniflcaot, they are just a be- 
ginning. 

The Admimitnoion has dedgnated fi- 
nancial management as one of the Presi- 
dent’s priority management objectives. 
The Administration has expressed its 
commitment to assuring the integrity of 
Federal financial information and gain- 
ing an unqualified opinion on the 1999 

Consolidated Financial Scaumenu 
of the U.S. GovemzEMnt. For the Ad- 
ministration to achieve these ^jeetives, 
agencies must improve the quality of 
their financial information. 

Reflecting the further progress that 
is needed to produce reliable financial 
lutements, auditors srera unable to ren- 
der an opinion on the consolidated fi- 
nancial scatcmeocs of the U3. 
Government because accurate informa- 
cioa about the amount and value of car-^ 


tain assas, liabilities, and costs was lack- 
ing. Anions to correa these weaknesses 
have been identified and are being imple- 
mented. For example, plans at Defense 
include completing a new accounting 
systems architeaure, reviewing inven- 
tory accounting processes, and develop- 
ing a department wide property 
accountability system. OMB, Treasury, 
and GAO are working with the major 
credit agencies to improve reporting of 
loans and loan guarantees. 

In addition, Treasury plans to step 
up its efforts with agencies' to ensure ef • 
feaive cuh disbursement reconcili- 
ations by providing frequent analysis of 
cuh recirpt and disbursement differ- 
encu to that they can be promptly re- 
solved. 

Treasujyr and OMB are coordinating 
efforts to resolve the problems agencies 
are having in eliminating transactions 
becwccQ Federal agenciu. Treasury and 
OMB will strengthen guidance and rc- 
quiremenu for 
agencies to capture 
information needed 
CO reconcile bal- 
ances with their 
Federal trading 
partner!. Treasury 
will alto begin the 
modification of its 
systems to support 
agency efforu. 

La an efioit to 
daennine the full extent of improper 
payments that occur in major Federal 
programs, the OMB is working with 
the GAO, Inspcaors General and af- 
fected Federal agencies in identifying at 
risk programs and designing a cost effec- 
tive approach to assening the extent of 
improper payments and appropriate re- 
m^ation measures. Audits of Federal 
programs pursuant to the Single Audit 
Aa Amendmenu of 199b and OMB Cir- 
cular A- 133, "Audits of States, Local 
goveremenu, and Non-Profit Organiza- 
tions," will be the principal mechanism 
for assening the extent of improper pay- 
ments. 

Finally, Treasury will increase iu for- 
mal and iiaformal training of agency fi- 
nancial management personnel. The 
training will address common erron 
identified in agency information used in 
.jiha preparacioa of the U.S. Govern- 


“The Administration has 
designated financial 
management as one of 
the President's priority 
management objectives.” 
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mem's 1997 consolidated fmanciil state- 
ments. 

Year 2000 Conversion 

The Year 2000 problem presents the 
most sweeping and urgent information 
technology challenge faced by public 
and private organiza- 
tions since the begin- 
ning of the informa- 
tion technology era. 

For the pan several 
decades, informa- 
tion systems have 
typically used two 
digits to represent 
the year, such as 
•98' for 1998, in or- 
der to conserve elec- 
tronic data and 
storage space and re- 
duce operating 
costs. In this format, 

2000 is indistinguishable from 1900 be- 
cause both are represented as *00*. As a 
result, if not modified, computer sjrs- 
terns or applications that use dates or 
perform date/time sensitive calculations 
may generate incorrect results beyond 
1999. 

The Administration has devoted a 
great deal of time and anention to this 
issue. OMB requires Federal agcndes to 
report quarterly on their progress in ad- 
dressing the issue of year 2000 conver- 
sion, More recently, the Pretideat has 
establi^ed a council on Year 2000 Con- 
version led by an Assistant to the Presi- 
dent. This person will oversee Federal 
preparations, speak for the United 
States in national and intenutioiial fo- 
rums, and coordinate with govertuneou 
at all leveb. 


The U^. Government’s strategy for 
resolving the Year 2000 problem has 
five phases: awareoeu, assessment, reno- 
vation, validation, and implementation. 
The milestone for completion of work 
for the renovation phase is targeted for 
September 1998. Other milestones are 
January 1999 for 
validation and 
March 1999 for im- 
plemenutioD. Prior- 
ity is being given to 
the 7,850 * mission 
critical* synems. As 
of February 15, 

1998, OMB esti- 
per- 

cent have been 
fized, about 45 per- 
cent still need to be 
repaired, 15 percent 
will be replaced and 
5 percent will be re- 
tired. OMB is monitoring agency pro- 
gress and taking actions necessary to en- 
sure milestones are met. The latest cost 
estimate for corrective actions, provided 
by sfcncies to OMB, is nearly S5 billion. 

Additional Infomution 

Additional details about the informa- 
tion contained in these financial state- 
menu can be found in the fmancial 
staremenu of the taihvidual agencies 
lilted in the Appendix. In addition, re- 
lated U.S. Government publicatioiu 
such as the 'Budget <4 the United States 
Govemmeot’, the *Tteasury Bulletin,* 
the 'Monthly Treasury Statement of Re- 
ceipu and Outlays of ^e United States 
Govemmest,” and the Trustee’s reports 
for the Social Security and Medicare pro- 
granu ouy be of interest. 


“The Year 2000 problem 
presents the most 
sweeping and urgent 
information technolo^ 
challenge faced by public 
and private organizations 
since the beginning of 
the information 
technology era.” 


mated that 35 
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^ Coaptrollcr Gencrtl 

of the United Sutts 

Wubm|t««. D.C. 20S48 

B-279169 
March 31. 1998 


The President 

The President of the Senate 

The Speaker of the House of Representatives 


The Chief Financial Officers (CFO) Act, as expanded by the Government 
Management Reform Act, mandates Uaportant reforms in federal financtai 
man^ement to promote greater acc^mtability in managing the finances of our 
national government. Among these reforms are lequiiemcnts for the preparation 
and audit of individual financial statements for the federal government's 24 largest 
departments and agencies and the annual submission of consolidated financial 
statements for the U.S. government. GAO is required to audit the consolidated 
statements, and our first report is enclosed. 

These reforms are leading to marked tmprovemmts in fedemi financial 
management Several major agencies have made good progress in producing more 
reliable financial informatimi about their operations. However, as outlined in our 
report improvements in other areas of government financial operations have yet to 
be made and critical govemmentwide accounting issues still need to be addressed. 
The federal government can achieve the fiacal accountability called for by the CFO 
Act but strong leadership, commitment and additional conceited effort will be 
necessary. 

We appreciate the cooperation and assistance we received from the Chief Financial 
Offken and Inspecton General throughout government as well as Department of 
Treasury and Office of Management and Budget officials, in carrying out our 
responsibility to audit the govenuneat's consolidated fmancial statements. We took 
fwtrd to continuing to work with these officiab to achieve the CFO Act’s 
financial management tefonn goals. 



James F. Hinchman 
Acting Comptroller General 
of die United States 
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Accaaadag aad lafaraiatien 
MaaagcBMOt DivWaa 




B-279169 

The President 

The President of the Senate 

Tlie Speaker of die House of Representatives 

The Chief Fmaoctal Officers Act, u expended by the Govemraent Managemeni Reform 
Act, requires die Se cr e tar y of the Treasury, in coordination with the Director of the Office 
of Mana^eoMat and Budget, to annuity submit to the President and the Congress audited 
consolidated financial stattments of the U.S. govenunent beginning with those for fiscal 
year 1997. GAO is required to audit these statements. 

In sununary, significant financial systems weaknesses, problems with fundamental 
recordkeeping, inoompieie documentatioo, aad weak imcnial controls, including 
computer controls, prevent the government from accurately reporting a large portion of Hs 
assets, and costs. These deficiencies affect the reliability of the consolidated 

financial •♦urmfr*** and much of die underfying financial information. They also affect 
the govemmeot’s ^ility to accurately rneasuic the full cost and financial p^ormance of 
programs and effectively and effleiemly manage its operatioos. Major prt^lems included 
die federal govenuneot's inability m 

— property account for and report billions of dollars of property, equipment, materials, 
and supplies; 

^aoperly die cost of most federal credit programs and the related loans 

teceiv^le and loan guarantee liabilities; 

— cstimaie and r eport material amounts of environmental and disposal liabilities and 
related coats; 

—determine die proper amount of various reported liabilities, bwhiding postretbement 
heaWi benefits for military and federal civilian employees, vdems compensatkm 
ben efi t s , accounts pay^le, and other liabilities; 

— accurately r yt m^or portions ^ the net costt of government operations; 

— determine the Aill extent of improper payments that occur in major programs and that 
are t» involve btiliORS of dottars aonualiy; 

— properly account for Wllions of dollars of basic innaactioQS, especially those between 
goveramentai entities; 
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—ensure thx tbe nfbnMtion in the consolidated financial statements is consistent 
with agencies' finaocial staic t a e nts ; 

—ensure duH all dtsburscoMius are properly recorded; and 

— effectively reconcile the change in net poaitioo reported in the financial 
statements with bndgei reiuhs. 

Such deffekncies preve ut od ui from being ihk to fiatm an opinioa on Ae 
reliability of die aocoopmorias financial sMaaMMi. are dm icaull of 

wide^rcad oMtcnal ntcmal ooonol and Aaancial syiMns weakacmaa Ant 
sigtUficMrty impair dwIbdirai irn i tTiiniwd 'tabiMQf to ada^amslys afc fwrd 
aasats, ensure proptr raootdmg ttf wansaeiiontk and anaun comphiaco wMi laws 
and r^jidations. Addkioaally, (l)aaisoiia compolcr comrol woidnesacs t ffpin r die 
govcnmeat's tencial hdbrauidfln to inapprapriase dimlemie, dcflwciien. 
modifieaiion. or fraud and (2) manrtol ceo^ weaknaama iAm toa •ovenmeni's 
Or oollaction abiivkica. Ftnthar, team tor complMmee whh lalaclBd provisions o€ 
laws ato r^pladons relaied to fiaaneiil r epo rting dhclooed laMriial inmnrr i of 
nonoomplianoe dieeaSMd haer B ihit itpoft 

Our ndh of the federal gnviminrnt's eoneolidmed flaancial sMmacna md fee 
Inspectors General (Ki) audin eomponan agenciea' finadnl amenMais 

tor fiscal year 1997 have raauhed in (1) an ideotifkalion and analyiia of 
deficicnciei ■ toa goveranMnt’s raoordkaaping andconttol ayMmaand p) 
recoBincndmioni to cecreci them. Fouag toeae pfoMema f^reaaaii a aig^ficnat 
challenge beeaoae of the eiae and complexiQf of (ha federal goueranicni and dm 
discipline needed to comply widincw ato o u nti f sl reporting leqpiiraneiMa. 

Consklecabk cfibtt h already tmderway to Bike Midi myrovcmcma. Seven! 
individual agmeks dm hove been audtod tor a number of yems toced leitooa 
defieicociaiitbeirlulieianAi and made good progrem to iftolvBg dam. Wub 
a oonccftod effort, toe todenJ govennwai, an a whole, am Gontmaa to mtow 
progrem towmd gaaerating leltobk totormatioo on a ragahr baato. Aonual 
financial rtairmriitaudki are eaaenttol to ensuring too offrrthw of toe 
iiiiptoveBeatioow tmderway. 

This r yort prov M ei ow (1) dtsetoimer of optoioo on the gov eeamen t'i fiscal year 
1997 eonwKdmad financial itmemcncii, <2) report on toieiBal Goonoli, and (3) 
report on cnmplianrrwitomlectodprovtoicnaoflnwfidregBhHrinaittoiad to 

riMtigMl wyttiig IflM umPiMfi iBlBH— A mi Year 

probkm. (2) nauai aftoettog toe goveramani's lon g t er m finanrtol condirtoii. and 
(3) aettormunderw^ to improve financial reporting acrem dm federal g overam en t 
otjectivea, scope, end loctoodelogy of wg wort me discaned to too ^tpandto 


Consolidated Financtol ScatemenCs of the United States Govemment* Rscal 1997 




93 


16 


General Accounting Office Report 


B-279169 


to this report. We provided e draft of Oits report to senior Department of the Treasury 
and Office of Management and Budget (0MB) ofTiciais, who exf^essed their 
commitment to address the deficiencies diis repmt outlines. Our work was done in 
accordance with generally accept government auditing standards. 

DlSCLAIMFJt OF OPINION 

Because we were unable to determine the reliability of significant portions of the 
acewnpanying consolidated financial statements for the reasons described above, we 
are unable to. and we do not, express an opinion on the accompanying consolidated 
financial statements for fiscal year 1997. However, we were able to determine that 
amounts re por ted for environmental and disposal liabilities and liabilities for veterans 
compensation benefits are understate^ by material amounts. 

Additionally, certain agencies have oM, at this date, finalized their individual financial 
statements for fiscal year 1997. h is possible that additional recordkeeping and auditing 
procedures will resuh in changes in those agency statements. Based on the audit 
procedures we have performed, we are satisfied that any such changes will not 
significantly affect our findings and conclusions in this re p ort . 

Because of the government’s serious systems, recordkeeping, documentation, and 
control deficiencies, amounts reported in the consolidated financial statements and 
related notes do not provide a reli^te source of information for decision>making by the 
government or the public. These deficiencies also diminish the reliability of any 
information contained in the acaxnpanying Management’s Discussitm and Analysis 
and any odier financial mwiagement information — including budget information and 
information used to m«uge die government day^tOHlay — which is taken from the same 
data sources as the consolidated financial statements. 

Malgrial Deficienei« 

The following sections describe material deficiencies we identified and discuss their 
effect on the fnmcial statements and the management of government operations. 

Property Pteiu and and Inventories and Ralafad PmpwtyThe federal 

government — one of die world’s largest holders of ^ysical assets--does not have 
accurate information about the amount of assets held to support its domestic and global 
operations. Hundreds of billions of dollars of the more thm SI ,2 trillion of these 
reported assets are not adequately supported by financial and/or logistical records. 
These include (1) operating materials and supplies comprised largely of ammuniiion, 
defense repairable items (such as navigational computers, landing gear, and 
transmissions), and odier military supplies and (2) buildings, military equipment, and 
various govenunent«owned assets in ^ hands of private sector coometors. 
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Because the government does not have complete and reliable infeatnation to support its 
asset holdings, it could not satisfactorily verify the existence of all reported assets, 
substantiate die amounts at v^idi they were valued, or determine whether ail of its 
assets were included in hs financial statements. For example, certain recorded military 
property had, in fKt, been sold or disposed of in prior yean-H>r could not be 
located— and an estimated S9 bitlkm rtf known military operating materiab and 
supplies wm not reported. These problems impair the government's ability to (1) 
know the location a^ condition of all Hs assets, including those used for military 
deployment, (2) safeguard them from physical deterioration, theft, or loss, (3) prevent 
unnecessary storage and maintenance costs or purchase of assets already on hand, and 
(4) determine the full costs of government programs that use the assets. 

I I r,udr»nttt t Most federal credit agencies 

responsible for federal lending programs were unable to properly report the cost of 
these (vograms. Federal credit programs include direct loans and loan guarantees for 
farms, rural utilities, low and moderate income housing, small bushicas, veterans' 
mmtg^es, and student loans. As of the end of fiscal year 1997, ibe government 
reported S 1 56 billion of loans receiv^le and S37 billion of liabilities for estimated 
losses on defaulted guaranteed loans. However, the net loan amounts expected to be 
collected and guarantee amounts expected to be paid could not be reasonably 
because of a lack of histarical data or other evidmee. In addition, some agencies did 
not have adequate infortnation to support the validity of their outstanding direct loans 
or to track die specific loans that thi^ have an obligation to guarantee. Until federal 
credit agencies correct these serious data deficiencies, mformatioQ supplied by them 
about the cost of dieir credit prt^rams. including informatioa to support annual budget 
requests for these programs, should be used with caution in making future budgetary 
decisions, managing program rosts, and measuring the performance of credit activities. 

Environmental I ■■hiiirig* Li^ilities fof disposal of hazardous waste and 
remediatioo of cnvirotunental cootaminatimi, repotted at S212 billion, were materially 
understated primarily beouise an estimate has not been developed for major weapons 
systems, su^ as airaaft, mUsiles, ships and submariiMs, and for ammunition. Property 
stating these liabilities could assist in determining priorities for cleanup activities and 
allow for appropriate considerition of future budgetary resources needed to carry out 
these activities. 

I iahiitfina The systtuu and data were not available to accurately estimate 
significant poctioos of Ae more than S22 trillioo reported as ftdcral employee and 
veterans boeto UaWtities. For example, to eirimaie the S218 billion reported as 
milhaiy p ostre tir ement heahfa benefit liabilities, the goverament used unaudHed budget 
infonnatioo because the necc siM y cost data were not available. Abo, the federal 
go verame n t camot provide adequate assurance about the reliability of historical claim 
inforniation at die insuraooe carrier-level used to estimate the SIS9 billion reported for 


Consdidmed Financial Statemeocs 9f the United States Govenunenc, Fiscal 1997 




95 


18 


General Accounting Office Report 


B-279I69 


civilian postretirement health benefit lii^ilUie&. Additionally, the estimated liability 
for veterans compensation benefits b roatenaJly understated because it does not 
include estimates for anticipated changes in disability ratings and for incurred 
claims not yet rqxwted. In addition, some agencies do not maintain adequate 
records and controU or have systems to ensure the accuracy and cmnpleteness of 
data used to calculate estimates of a reported S98 billion of accounts payable and a 
reported S169 billi<» of other liabilities such as those for litigation. 

These problems significantly affect the detemination of the lull cost of the 
government’s cuirem t^reratioos, as u«ll as the extent of actual liabilities. Further, 
commitnicots and contingencies were not properly reported because many amounts 
represent the maximum risk exposine rath^ than the amount of loss that is 
reasonably possible and certain comitiitroenB are net reported. 

Coas of Go wgmment The government was unable to support 

significant portions of the more than SI .6 ffillion reported as the local net costs of 
government operatkms. The previously discussed material deficiencies in reporting 
assets and liabilities and the lack of effective reconciliations, as discussed below, 
also affect reported net costs. Further, wt were unable to detemine whether the 
amounts npartti in the individual net cost categories r e ported in the Statement of 
Net Cost and n the subAmetion detail following the statement were properly 
classified. Without accurate cost information, the federal govenunent a limited in 
its ability to control and reduce costs, assess performance, evaluate programs, and 
set fees to recover costs where required. 

The government b also tm^tc to determine the full extent of improper 
payments— that b. payments made for other than valid, authorized purposes. In thb 
regard, estimates of improper payments in major federal programs, such as 
Medicare, total in die billtons of dollars annually. The foil extent of such payments, 
however, b unknown because many agencies have not estimated the magnitude of 
improper payments in dieir p rogr am s. Tlie reasons for impropo’ payments range 
fixia mistikre to fraud and abuse. Such payments are likely to coodnue until 
agencies tmpkment better systems and controls. 

iiiiregnagiieH To iimke the cofisolidited fuMDcial Statements 

btbnce, Treasuiy recorded a net S12 billion item on die Sttlemenl of Changes in 
Net Position, which it labeled unreconciled transactions. Tbb out-oMiabnce 
amotttt b die net of more than $100 billion of unreconciled tramartwn — both 
positive and negative amounts — whiefa Treasury attributes to dm government’s 
inability to properly identify and eliminate transactions between federal 
fovemmem entities and to agency adjustments that affocied net position. 
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recognition ind meesurement of revenue end com. Under budgetary accounting, the 
budget deficit reflects outlays and receipts that genenlly are meaMired on a cash basis. 
For financial statement reporting purposes, com are repor te d when incurred rather 
than when paid. Federal ^isionmakers use budgetary accounting to control the use 
of funds and for fiscal planing. Once the federal govenunoit produces reliable 
consolidated finatKtal s tatem e nts , an effective reconciliation would provide additional 
assurance of the reliability of bu^et results. 

MATERIAL CO MTROI. W^KhfESSES 

While the purpose of our work was not to express, and we do not express, an opinion 
on intemai eonols, we found pervauve maicrial weaknesses' in intemal controls 
across g ov er n men t that ooooibute to^tese defkiaicies. These wralnwiifi. such as the 
lack of effective reconciliatiofu and poorly designed systems, result in ineffective 
eontrob over (1) safeguarding the fodenl govemnent*s asaeis from unauthorized 
acquisitiofi. uee, or di^iosicioci, (2) ensuring dwt tr ansac tions me exccumd in 
acoordaooe widi laws goveming the use of budget audiociiy md wMi other relevant 
laws and regutatioos, and (3) ensuring the reliability of financial statements. 

Indivkfual agency financial statement audit reports describe die affect of such 
weaknesses on specific agencies and identify additinnal ntemal con&ol ivcaknesscs, 
some of which tn material to individual agencies. We also found that (I) widespread 
and serious computer oooool weaknesses affect vimiaUy all fodcral agencies and 
significantly oocuribute to many material deficiencies discussed above and (2) material 
control weaknesses affect the government’s tax coHection acttviiks. The scope of our 
evaluation of imenial controls was limited by the deficiencies noted through^ this 
report 

Comimig Caani WeakneMg 

Wide^Mtad computer contrtri weeknesses are placing enormous amounts of federal 
assets at ririt of fraud and misuic, fiaaacial nformirioa at risk of unamhoriad 
modifkatioo er destruction, sensitive informttioo at risk of inappropriate disclosure, 
and c riti cal operations at risk of disrvption. Signifkant aformaiion seoiriQr 
weaknesses in symms that handle the yiv en iipcnt’i unclassified infofmttion have 
been reported in each of the fedeni agenckt. The most serious reported 

problem is inartfiipisrrij lesorkted access to sensitive dam. In lodqr’s highly 
computeriasd md in terc o nnected eovirottment such wraknwtft are vulnerabk to 
exploitatioa by outside intiuders as well as autborued users with raalkkus intent 


' A material weakness is a condition in which the design or opcn tk n of one or more 
of the interaal control components does not reduce to • relatively low level the risk 
dial erron or vregularities in amounts that would be materiel to the financial 
statements may occur and not be detected promptly by employees in die normal course 
of performing their duties. 
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Agencies’ accounts can be out of balance with each other, for example, when one or the 
other of the affected agencies does not properly record a transaction with another agency 
or the agencies record the transaeiiorts in different time periods. These out-of-balance 
cofldidoru can be detected and corrected by instituting procedures for reconciling 
transactions between agencies. Generally, such reconciliations are not performed. These 
unreconciled transactions result in material misstatements of assets, liabilities, revenues, 
and/or costs. 

PnapmnUtm M PinMwt«t The federal government cannot 

ensure that the mformation in the consolidated finmcial siatcmenis is consistent with 
agetKy fnaocial statements. Treasury relics on a g encie s to subnit data nee d ed to prepare 
the federal government’s consolidated financial slai cme ntt . Such dMa consists of 
approximately 2,000 individual rqMcting components, each havmg many account 
balances. However, several agencies wem unable to provide assurance dwi amounu 
submitted to Treasury agreed whh their agency ftnnneial wnnnm In addition, many 
agencta needed to make signiAcaiu eubaequent adfueoncots lo Aeir submissioDS in an 
effort to property classify amounts m the eonsolidtted fineoeial satements. We found 
further misstatements, which Treasury c orre ct ed. Mdillmg several hundred billion dollars 
in ageacy-subnuned formation prinurily brfauw (1) agencies submhled incorrectly 
coded financial data diat contfibi^ to the unrccoodkd dansacdons described above, (2) 
^encics recorded similar traruaebons in difTeteat gcacral ledger accounts, and (3) certain 
amounts were materially raisallocated to net cost c a t eg ories. 

These proUems are compounded by the substantial volume of mformation submitted, 
lifflitatioos in die federal go v ernment’s current general ledger account smicturr, and the 
significant amount of other inferaiation that Treasury nuot grthcr to p tepa i c the 
consolidated ftsancial statements. As • result, addhi^l misstmements in die 
govcmmcnl’s ooosolidtfed financial st a t em ents couU exisL 

r—h Aetivitv Several major agencies are not efiectivety recoocilinf 

disbuncmems. These recoociliadom are a key condol — similar b concept to individuab 
recoociing personal Aeckbooks wife a bank’s racordi each owndi. However, d»re were 
( 1 ) bilKcns of doUan uncesotved peas differences between agenebs* ml Treasury 
records of cash disbursaiMnn as end of fiscal year 1997 end (2) targe amounts of 

unresolved di f fe ren ce s ert^itnrily w ri aen off by sane ag cn ci ei widim adequaietaf 
determining whether dieir records may, m feet, have been eonecL As a result, the 
govemaNa is uibbk to ensure thm all d iiU a semea ti are properly recorded. Thcrefert, 
Its financial etmemeati could contab signifkmd asiiattirincatt. 

Rgg«iipiliii| Ag rtfngg !■ N«t PMUiiitt wMi nu«tgt TW AiA 

not have a process to obcam bfermmbo 10 effective^ reconcile dm reported d»ge b 
net poeitiai of S3 biOioa and the re poted budget ddkta of S22 bttlbii. The roconcilbg 
items convrisbg the difference me typically the lesah of timing d i f fer enc e s b the 
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recognition and measurement of revenue and costs. Under budgetary accounting, the 
budget deficit reflects outi^s and receipts that generally are measured on a cash basis. 
For financial statement reporting purposes, costs are reported when incurred rather 
than when paid. Federal decisionmakm use budgetary accounting to control the use 
of funds and for fiscal planning. Chtce the fedoal government produces reliable 
consolidated financial statements, an efTective reconciliation would provide additional 
assurance of the reliability of budget results. 

MATFRIAL CONTROL WF.AKNFSSRS 

While the purpose of our work was not to express, and we do not express, an opinion 
on internal controls, we found pervasive material weaknesses ‘ in internal controls 
across government that contribute to these deficiencies. These weaknesses, such as the 
lack of efTective reconciliations and poorly designed systems, result in ineffective 
controls over (1) safeguarding the federal government’s assets from unauthwized 
acquisition, use, or disposition, (2) ensuring that transactions are executed in 
accordance with laws governing the use of budget authority and with other relevant 
laws and regulations, and (3) ensuring dte reliability of financial statements. 

Individual agency financial statement audit reports describe the affect of such 
weaknesses on specific agencies and identity additional internal control weaknesses, 
some of which are matoial to individual agencies. We also found that ( 1 ) widespread 
and serious computer control vveaknesses afTcct virtually all federal agencies and 
significantly contribute to many material deficiencies discussed above and (2) material 
control we^esses affect the government’s tax collection activities. The $c(^ of our 
evaluation of internal controls was limited by the deficiencies noted throughout this 
report. 

rnmpiiter Cantral Weaknawc 

Widespread computer control weaknesses are placing enormous amounts of federal 
assets at risk of fiaud and misuse, financial information at risk of unauthorized 
modification or destruction, sensitive information at risk of inappropriate disclosure, 
and critical operations at risk of disruption. Significant information security 
weaknesses in systems that handle the government’s unclassified information have 
been reported in each of the major federal agencies. The most serious reported 
problem is inadequately restricted access to sensitive data. In today’s highly 
computerized and interconnected environment, such weaknesses are vulnerable to 
exploitation by outside intniden as well as authorized users with malicious intent. 


' A material weakness is a condition in which the design or operation of one or more 
of the internal control components does not reduce to a reletively low level the risk 
that errors or irregularities in amounts that would be material to the financial 
statements may occur and not be detected promptly by employees in the normal course 
of performing their duties. 


Consolidated Financial Statements of the United Sutes Govenunent, Fiscal 1997 






99 


ocnerai Accounting Office Kcport 


B-279169 


The consequences of computer control weaknesses could be devastating and 
costly — fm- instance, placing billitms of dollars of payments and collections at risk 
of fraud and impairing military operations. In addition to these potential 
consequences at Treasury and Defease, identified weaknesses at agencies such as the 
Department of HeaMi and Human Service's Health Care Financing Administration 
and the Social Security Administration place sensitive medicai and other personal 
records at risk of disclosure. 

Because computer control weaknesses are pervasive across govenunent. in February 
1997, we tdied informatkNi security to our list of federal high-risk arcas.^ The 
problem persists, in large part, because agency managers have not fully inatituted a 
framework for assessinf risk and ensuring that necessaiy policies and controls art in 
place and remain effective on an ongoing basis. Over the past 2 years, we md the 
IGs have issued more than 70 reports' that identify computer comrol weaknesses in 
the federal government and made recMnmendati^ to adtfreu them. 


The federal government has material weaknesses in controls related to hs tax 
collection activities, which affect ia ability to efficiently and effectively account fer 
and collect die government’s revenue.’ This situation requires exiensive relience on 
ad hoc p ro g r am ming and analysis and material audit adjustments to prepare basic 
financial information. For example, the govenunent currently does not obtain 
informatkm necessary to identify tax collections by every type of tn at the time of 
collection. As a result, the government cannot separately report revenue for three of 
the four lergcst revenue sources — Social Security. Hospital Insurance, and 
individual income taxes. Because of dtis. the government had to report these three 
tax types in the same line item on the Consolidated Siatcmcm of Changes in Net 
Position. AddickmaHy, excise tax revcmies are distributed to Ae relevwt mot funds 
based on assessments radicr dian, as required by the Internal Revenue Code, on 
coHectioos. 


3 Hi g h^Risi c Sgriea- Aw OverviewfGAQ/HR.y7.l. February 1997) MutHi|K.Ri<k 

Serig< Infntiwriwi Manag^iniiwit ^ Tegtmnlftyyrr.AfVHR.07J) FebfUVy 1997). 

> PiiiMieial Aurfir irfIRV Pkcal Vw 1007 CiwImIwI Rmitral 

(GAO/AIMI>-9t-77, February 26, 199t). 
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Serious niitTifiiri also affect the federal govcnmeai's ability to effectively 
manage itt mes recetvaUe aad odwr unpaid asacaiaMMs.* Tbe lack of a ppropriate 
subsidiary tywma to track dte status of taxpayer accountt affects die govcnuiient's 
ability to make ialanBed dfciiintw about coUactioa cffbns. This wealrnfai. for 
exao^^ has fciulled in the go v en u Dcnt punuing and col iac ii n g . ftom individual 
mpt^en, met had already beca paid. AddiiioMlIy, the federal g ovenunent is 
vuloerabk to loai of tne reveaue due to wcikneaca in coarrob over d is b une meots 
for tiK lafeadi lira g overBa tei W does not perfeiut feadepcBiaJ verifi cM ico 
procedures easMura the validity ofaeaQUBts fla l BW i rt by ftpayen as ov ei p a yweais 
prior eo BMfciag dia bur aai a ciii i far leftinda. C c aie q usudy , It d» not have effective 
cooteols to prevent fee auppiDpriate payment of reftwh, BcrcasHig hs oipoaiae to 

NQWOQMPUAMCEWrm 
LAWS AMD BBGIILATtQMS 

Our obfccdve wm not to, and we do fMX, expreas an opinion on overall compliance 
wife taws snd ifgiilssinni Teste fer ccmpitanca wife setacssd provisions of taws sod 
regutatioos refelsd to fittSDckl taperting dlictaaed feat, as disaaMd esrfisr, fee 
federal fovcftencnt makes m^ROper p^nnsnte ia propans locb as Medicare. 

Addhionsiy, m deserfeed bd^. waneesdossssfialaencampliteMeialmedto 
fbancisl mansRcaMnt system raqaimiasate. However, ear work weald aei 
ae c e sss rily diidaec all mtesriil a o nc e m p t iance. Fnnber. dm scope of our teste was 
limised by fee aesbHhy to andk fee finaidat ttessmente. Odwr iainBecs of 
noarompKinre, some of whidi srs material to individ aa l federal a g riwiri , are 
lepoiied ii fee iadivklMl agSBcy fhiancial stetement audit lepoiis. 

Hw Federal ranmcial M a Mgriwen ! Im p rov em eat AO of 1996 raquhet aadinin 
perfermiag Aancial teidite to fcpoit wfacdiar atSMctas* finaacial BmatcmcHi 
systems ccaqdy edbsfendally wife federal accounting stendteds, finsneial systems 
requirrmmfi. snd dte foveraoMat'i inodsrd gsnaial tadgsr o te irsniscrton level. 
We r^oosd In October I997*featprtarauditrrniltnpdnrncy trifeepooingaU 
point to significant cfaalteoges feat sgmirirs mint meet ID felly imptamcMdiese 
requaemcais. The significant financial mmafemcm defietan^ disoaaed 
throughout feis report unders co re fee efasltange. 


* Other unpaid asecanicntt count of smounte fer which ( I ) aeidicr fee teatpayer DOT 
a oovt has aflinned thsi the tenounte are owed end (2) die fovenuncat does Dot 
CTpect ferfesr coDcctioiii doe to fecto n such as the teatpaysr’s deadi, baidtrupicy. or 
msdvcncy. 


jnptaHMBKiMLAClhcJtdBBLZiDMCiilkdio ag catpt 
Imiimvemeiu Act of l«d fGAQ^AfMD.9g.l. October 1, 1997). 
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The majority of federal agencies' financial management systems are not designed to meet 
current accounting standards and systems requirements and cannot provide reliable 
financial infwmation for managing government operations and holding managers 
accountable. Auditors* reports for fiscal year 1 997 agency fmancial audits are disclosing 
the continuing poor shape in which agencies find their financial systems. As of the date of 
this report, only four agency auditors have reported that their agency's financial systems 
comply with the act's requirements. 

YEAR 2000 COMPUTTNG CRISIS 

The Year 2000 computing crisis is the most sweeping and urgent information technology 
challenge facing public and privatt sector organizationsA The federal government is 
extremely vulnerable due to hs widespread dependence on computer systems to process 
financial transactions and managemnt infonnation, deliver vital public services, and 
carry out its operations. This challenge is made more difficult by the age and poor 
docufflentatkm of the government's existing systems and its lackluster track record in 
modernizing systems to deliver expected improvements and meet (xomised deadlines. 

Consequently, we surfitted the Year 2000 computing crisis as a hi^-risk area across 
government in February 1997. Unless this issue is successfully addressed, serious 
ccmsequences could occur. example, 

— payments to veterans with service-connected disabilities could be severely delayed if 
the system that issues diem either halts or produces checks so erroneous ^at it must be 
shut dovm and checks processed manually; 

— (he Social Security Administrukm process to provide benefits to disabled persons 
could be disrupted if inter&ces with state systems fail; 

— federal systems used to track student loans could produce erroneous information on 
loan status, such as indicadng that a paid loan was in deftult; 

— Internal Revenue Service (IRS) tax systems could be unable to process returns, thereby 
jeopardizing revenue collection and delaying refunds; and 

— (he military services could find H extremely difficult to efnciamly and effeciively 
equip and **»***«" its forces around (be world. 


* For the past several decodes, information systems have typically used two digits to 
represetn Ac year, such as **98* for 1998, in order to conserve elecironic data storage and 
reduce operating costs. In Ais formal, however, 2000 is indistiiiguishable from 1900 
boA are represented as ”00.* As a result, if not modified, eomputer systems or 
applications that use dales or perform dato' or time-sensKivc cekulaiions may generate 
incorrect results beyond 1 999. 
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In the pest year, we have issued over 20 repots outlining actions underway in a wide 
range of federal activities to address this c^llenge and providing numerous 
rtcommendaitofis for additional improvements needed. Moreover, the President recently 
created a Council on Year 2000 Conversion, led by an Assistant to the President, to 
oversee federal agencies' Year 2000 effons, speak for the United States in national and 
international forums, and comdinate with governments at all levels, as well as with the 
private sector. While some prt^ress has occumd, a great deal of additional effort is 
required to prevent serious disruptitms in government operations and in flnancial 
transactions and reporting.^ We will continue to monitor this situation and make needed 
recMnmendatioos. 

FPJANCIAl. STAT^FNT AND ftUPT.ET OKrtRlONSr 
ADDTNr. THE I ONG.TKRM PEft^PECTTVE 

When the government is able to produce them, reliable consolidated financial statements 
will be a valuable tool for analyzing the government's financial condition. They will also 
help inform budget delibrntions by providing additional infonnation beyond that 
provided in the budget Mt die long*ienn cost implications for a wide range of government 
programs. The largely cash>based budget end the fmancial statements offer different 
perspectives vriikh, when combined, can provide a htller view of the costs of agency 
programs and of die government's commitments. 

A view of the long-term sustain^ility of Hscal policies can also be helpful to 
decisionmakers emsidering die government's financial position and making decisions 
about resource allocation. Such a picture requires projections of spending and revenues 
into the future. In this context, the sovereign power to tax and the implied commitments 
of social insurance programs — such as Social Security and Medicare — must be 
considered in addition to those items that are quantified in the financial statements. For 
example, if the combined Social Security trust funds' disbursonents exceed receipts, as 
currently estiniaied to occur in 2012, the govenunem's financing needs will increase. 
Since 1992, in a series of long-term simulatkms. we have analyzed various fiscal policy 
alternatives and dicir long-term statainability.* 


f Year 2000 rnmputing rrisis! Strong t mH Fffngtivg Puhiie/Private 

rnopation tn Avftiil niwpitftMfGAfVr,AIMTVOt.int\ 

* The most tecem of diese reports sreRiirfggt I.nng.TerniFi«e«iniiflftnk 

(OAOrr-AlMIVOCE-OI-IS. February 23, 199S) mdRudyet 

Irtng.Twm Fiv ml nut\niik(GACVAlMTVnCKM.l9 Oeteher 77 |997). 
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FfNANCIAL MANAGEMENT 

tMPROVFMFNTS IfMnPRWAY 

The executive branch recognues the extent and severity of the fmancial management 
deficiencies discussed in this report and that addressing them will require concerted 
improvement efforts across government Financial management has been designated one 
of the President’s priority management objectives, with the goal of having performance 
and cost information in a timely, informative, and accurate way, consistent with federal 
accounting standards. Also, the administration has made a commitment to complete 
audits and gain unqualified opintons for all CFO Act agencies and the government as a 
whole. 

To help achieve dtb goal, strategies are being established invotving specific agencies. For 
example, plans at the Department on>e(cnse include completing a new accounting 
systems architecture, reviewing inventory accounting p roce s ses, and deveh^ing a 
depaitmentwide property accountability system. Treasury and OMB are developing plans 
to improve the accuracy and timeliness of govemmentwide accounting and repotting. 

OMB is also woriung with indivkluai agencies to address problems precluding 
unqualified audit t^ions, which will require the active involvcrocni of individual 
^cncy IQs as well. We will continue to focus on fmancial systems and internal control 
deficiencies at particular agencies. For example, we have issued a series ofrepond’ on 
the Actors to be considered and the data that must be available to meet accounting 
stindards for Defense’s envirorunental and disposal liabilities. Also, we plan to further 
evaluate Defense’s prcqierty and logistical systems to recomincnd additional corrective 
actions to address weaknesses in accounting for major asset ciacgories on the fmancial 
statements. We are also working with the major credit agencies to improve reporting of 
loans and loan guarantees. 


^ rmaneial M«M|emenf- Pmrtrw% tn rmwiitiT in Fctimafing Pnvimnmgiital l.iahiiities 

far Removing HarTchHM Materials m Niifbw Suhwiiw* uri Rhip« 
(GAO/AIMD-97-135R. August 7, 1«7V Financial Manayement! DOn** l-iahility for 
AifCTft nispn— 1 ran Re F^iiw«tedfGAfVAlMD.O»-0 November 20, lOOn Finmeial 

Management- POP's Liahility for the Dispoeal ftf neayMitinnal Ammunitinw Tan Be 

Foimalerf (GAO/AlMD-OS-Si, December 19, 1997X andFinancial Management- 
non** l.iab itity far Mk«le nkpn»al Pan Re PMimale«<^nAfVAfMrt.Oa.XnB January 

7, 1998). 
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In additioii, the coordinated efTortt of Treasury and 0MB will be required to identify and 
provide sohitioiu for certain govemmenewide defkicacies, such as the inability to 
property identify and eliminate transacdons between federal entities. We will continue to 
provide sugfCKioiu for resolving govemmeotwide probkms and to monitor progress in 
o v erc o iu ing them. 




Philip T.Catdcr 
Chief Aecountut 
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OBJECTIVES. SCOPE. AND METHODOLOGY 
The federal government is resptmsible for 

— preparing the annual cmsolidated financial statements accurately and in conformity 
wiA die basis of accounting described m note I : 

—establishing, maintaining, and assessing the internal control structure to provide 
reasonable assurance that the broad control objectives of the Federal Managers’ 
Financial Integrity Act are met, %t4tich include (I) lafcfuardbig assets against loss 
from unatnhoriicd acquisitwn, use, or disposition, (2) cnauring the execution of 
traasactiMS in aceordaitce with laws govemiag the use of budget authority and with 
other laws and regulations that could have a direct and malcnal effect on the 
consolidated financial stttements or that are listed in OMB's audit guidelines' ' and 
could have a material effect on the consolidated financial statements, and (3) 
recording, prooeasB^. and summarizing tmsactioiis to pennit the preparation of 
reliable financial sttlements and to maintain accountability for assets; and 

— complying widi applicable laws and regulations. 

Our objective was to audit the federal govemmern's fiscal year 1997 consolidated 
financial statements. 

The Government Management Reform Act (GMRA) expasukd on the requirements of the 
CFO Act by requiring that die IGs ^24 major ftdend agencies annually audit 
agencywide financial statements p repared by these agencies.'^ Our worit was paformed 
in close coMdinanon md coo p eration with the IGs to achieve ov joint audit objectives. 
This worit included separate GAO audits of c cit ai n aBaterial agency cosnponents as 
discussed below. A sigmficant portion of our work was perfbmed at Ae Depa r tm ent s of 
the Treasury, Defoise. and Heatt and Human Services, and du Sooal Scev^ 
Adnunbtratkn. These agencies comprise a major portion of die anoiinb l eported in the 
federal govemmeot’s consolidated fioanciat statements. At other federal a g encies, we 
focused Ivgely on accounts that are materia! to the oonsolidmed fiaaocial stttenents. We 


The Federal Managers’ Fmuscial Imcgrily Act requires agcaQr manaprs to evaluate 
and report annually to the President and the Cengraas on die adequacy of their BMCfnal 
conirob and nccounting systems Bd whm is being done to conact the proMcais. 

" (MB Bulktoi 93416, Audit Requiraicnts lor Federal Financial Stticniats, January t, 
1993. 

(3MRA audicraed (MB to designate agency emnpen e nts dut also would receive a 
fuHBcial statament audit 
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perfonned sufficient eudh work to provide our report Mt the cortsolidtted financial 

statements, internal controls, and compliance with laws and regulations. 

We separately audited the following material agency components 

— We audited and expressed an unqualified opinion on the IRS custodial financial 
statements for fiscal year 1997. These financial statements reported over SI.6 trilliMi of 
tax revenue. S142 billion of tax refunds, and S28 billion of net federal taxes 
receivable. ^ 

— We audited and expreued an unqualified opinion on the Schedule of Federal Debt 
Managed by Treasury's Bureau of the Public Debt'* lliis schedule reported (1) S3. 8 
trillion of federal debt held the public comprising individuals, corporations, state or 
local govemmenta, the Fedei^ Reserve System, and foreign governments and central 
banks, (2) SI.6 trillioa of federal debt held by federal entities, such as the Social 
Security trust funds, and (3) S246 billion of interest on federal debt held by the public. 

— We performed audit procedures on cash balances maintained and mtemal controls 
over the cash receipts and di^iursements processed by Treasury on behalf of the 
federal government 

We provided die results of our work at Treasury to the Treasury Office of Inspector 
General for eonsideratioe in hs audit of Treasury's fiscal year 1997 depeitmeniwide 
financial statements. 

—We audited and expressed unqualified opinions on the December 31, 1997, financial 
statements of the Bank Insurance FundandondicOeccmbcrSI, 1996, financial 
statonents for alf of the funds administered by the Federal Deposit Insurance 
Corporation (FDIC). We also performed additional audit procedures on FDIC's 
balances at September 30. 1997. 


H FinanciMl Audit- FjrifiiMtinn of Fiiral V<>t 1997 TMlnHial Ftti«nria> Ktmtmenti 

(GAO/AIMD-98-77, February 26, 1998). 

** FinangUl AiMtif Fmninafinn ftf thg Bufen nf the Public Driir’< Filial Year 1997 
ftehedulB of TVhi rnArVAiMn.9a^S Frfwufv 77 1998). 

■’ FiiMncml Audit- Rank Intimneg Fund's 1997 Fm«ncia1 | y March 

25. IOQa)«inlFtnMigial Audir- F^A^I rvpn«it liwMMgg lOO^M id 1995 

Finaneiai Sftementi (GAO/AlMD-97-1 1 1. June 30, 1997). 
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We also made significant preparations for the fiscal year 1997 audit work, including the 
following. 

— At the Department of the Treasury, we conducted audits of IRS’s financial statements 
since fiscal year 1992 and conducted the initial financial statement audits of the U.S. 
Customs Service. 

— At the Depaitment of Health and Human Services, we worked closely with the IG in 
testing Medicare and Medicaid expendituses for fiscal year 1996, which resulted in the 1C 
reporting an estimased S23 biilioo of improper Medicare fte-for-service payments. 

— At the Department of Defense, we conducted initial financial audits at the military 
services over a period of several years. Also, leading up to the fiscal year 1997 audit, we 
assessed progress in resolving weakxwsses, including those related to disbursements, 
mventories, and prop c i ty and equipment 

— At the Social Security Administratioo, we focused our efTons on key areas such as 
benefit expenditures, ctunputer ^trols, and actuarial projections. 

— ^At tiiese and other agencies, we reviewed the fiscal year 1996 financial statement 
aidits performed by the IGs or theff contractors and, for certain agencies, assisted in the 
development of au^t plans for fiscal year 1997 audits. 

Agency-level financial statements and audit repons for the agencies covered by the CFO 
Act provide additional infonnation about the operations of each of these entities. For 
example, these audits have identified numerous internal control and accounting systems 
weaknesses and noncompliance, many of which are material to the respective agencies or 
components. Further, as of foe completion of our field week, several agencies received 
unqualified opinions tm fiscal year 1997 financial natemcnts. These agencies are the: 

— Social Security Administration. 

— Naiiocial Aeronautics and ^»cc Administration. 

— Nuclear Regulatory Commission. 

— Department of Energy. 

-lateral Services Adminisoatioo. 

— Department of Labor. 

— Small Business Administration. 

—Environmental Protection Agency. 
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United States Government 
Consolidated Financial Statements 
for the year ended September 30, 1997 


Balance sheet 


This statemeat shows the opeming 
asseu of the Govenimeat that were ac* 
quired under fiscal 1997, aad prior year 
budgets; and whkh remain available as 
resources to supply Government goods 
and services in the future, k also shows 
the Government's opeming liabilhies 
inriuding debt held by the public, h in- 
cludes some that have not yes 

been funded by ^ropriations. The 
net position shown in ^ statement re- 
flects operating assets ten liabilities. 

The balance sheet docs not include 
values for certain assets or future ie> 
^ond^ties under soda! insurance pr^ 
grams such as Social Security and 
Medicare. Ezchsdcd asMts include land 
not used in general operations, naural 
resources and asseu held solely for 
their historical, cultural or artistic sig- 
nificance. The balance sheet also doca 
not reflea the Government’s power to 
tax. Deferred mamicnance is not 
shown this year but will be ihscloccd in 
future yean after agfnrin implcmcm 


the new accounting nandard requiring 
such information. 

Tbe stewardship reponing section 
provides information on the Govern- 
ment's future responsibilities for social 
insurance and on the Government’s 
land not used in general operations. An 
explanation of the nature of the social 
insurance trust funds u included in 
Note 16 together with information 
about the ftceipu, disbursemenu and 
asacu of the major social insurance 
tnstt funds. The ncwardahip repotting 
section win be expanded in future 
yean to disclose additional information 
required by recently approved account- 
ing standards. 

The line item 'commitments and 
coBtingencics* is displayed to inform 
the reader that a nou discloaure is pre- 
sented, relating to ■^«»»«g con- 
ditions, Bcusuons or tcu of 
cucumataaccs involving unccnainty ss 
to posaiUe gain or loss. The 
stated there are in terms of mawinnim 
theoretical risk exposure. However, it 
is not likely that the meximum Iom 
srtll be incurred. 


Coiis^idattd FiMiiriil Scmmaitiq<dreUiitodSft«» C ov t«m cm,nicnl 1997 



109 


Consolidated Financial Statements 


31 


United States Government . 

Consolidated Balance Sheet 
as of September 30, 1997 

(In billions of dollars) 

Atsata: 

Cosh ond other monetary assets (Note 2) 927 

Accounts receivobie 35.2 

Loom receivable (Note 3) I5A.2 

Taxes recervabte (Note 4) 28. t 

Inventories and related properly (Note S) 209.4 

Properly, plant artd equipment (Note 6) ) .0 1 7.0 

Other assets (Note 7) 62.9 

Total assets 


UobMlet and net pofMon: 

Accounts payable (Note 8) 97.7 

Federaidebtsecurltiesheldby thepublic(Note9} 3.768.2 

Federal employee and veteran benefits payable (Note I Oi 2.243.7 

Environmental iobiities (Note II) 2117 

Benefits due and payable (Note 12) 77.7 

Loan guarantee labilities (Note 3) 38.7 

Other labilities (Note 13) 168.8 

Total labities 6.604.5 


Commitments ar>d contingencies (Note 1 4} 


Net position -5,003.0 

Totd iobiities and net position 1»I01»5 


The occcmponylng rwtes ore on inioorol port ot these firsanclai stotements. 
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Statement of net cost 


This sutement shows the net cost 
of Goverament operations for fiscal 
1997, which is funded by taxation or 
throu^ Federal borrowing. The state* 
ment reflects the cost incurred to carry 
out the national priorities as deter- 
mined by law. 

Cost is divided among major func- 
tions, which are the tame as In the 
budget except that the allocation of 
cost to the functions is based on ac- 
counting standards. Thus, cost arc re- 
ported on an accrual basis and allocated 
differently tban in the bxulget. For ex- 
ample, the cost of pensioDj and miiee 
health benefits arc allocated among all 
the fuactkws ths em^y worken 
rather tban at a subhmctlon in the in- 
come security function. A description 
of each of the functions and the compo- 
nent of net cost for tlu activities in- 
cluded in such function is located 
immediately following the statement. 


The statement contains the follow- 
ing three components for each funaion; 
The gross cost of Government opera 
tions; the revenues earned from the pub 
lie for goods and services; and the net 
con of Government operations, which is 
the gross con less the revenue earned. 

Gross cost 

Gross con includes the full con of 
the functions. These costs may be di- 
rectly traced, assigned on a cause and ef- 
fect basis or reasonably allocated to the 
function. 

Earned revenue 

These are revenues that the U.5. 
Government has earned by providing 
goods and services to the public at a 
price. 

Net cost 

The net con of Government opera- 
tions is the groM con less the related 
revenues. 
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United States Government 
Consolidated Statement of Net Cost 
for the year ended September 30, 1997 


(In billions of dollars) 

Grots cost 

251.9 

Earned 

revenue 

18.4 

Net cost 

233.5 

Humon resources: 




Edocotion. training, emptoyment 
and social services. 

46.4 

2.2 

44.4 

Health 

125.5 

1.2 

124.3 

Medicare 

207.7 

20.5 

187.2 

Income security 

167.9 

8.8 

179.1 

Social Security 

364.1 


364.) 


36.1 

2.2 

33.9 


967.9 

34.9 

933.0 

Physleol resources: 




Energy 

18.0 

12.8 

5.2 

National resources arsd environment 

29.1 

1.9 

27.2 

Commerce ond housirtg credit 

86.7 

72.4 

14.3 

Transportation 

37.4 

2.4 

35.0 

Community and re^orKSl development 

12.2 

1.9 

10.3 

Total physied resources 

183.4 

91.4 

92.0 

He! Interest: 





246.1 

. 

246.1 

Other funettons: 




Intemolionai affoin 

24.8 

5.3 

19.5 

Gerserol sciertce, spoce ortd technology. . . . 

16.8 

0.1 

16.7 

Agriculture 

15.1 

2.5 

12.6 

Administratjon of justice 

27.1 

1.9 

25.2 


28.0 

3.3 

24.7 

Total other functions 

III.8 

13.1 

98.7 

Total 

1.761.1 

1573 

1.603.3 


The occompanyng notes ore on inlegral port of these frtoncioi statements. 
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Net cost functiofuj classification 

The siitcaMQt of act cor prcieats 
iaformation about the cor of the Gov> 
erameot’t ina)or fuactioAS. The ob)ec> 
lives of each of the functions are 
dneribed below. 

National defense 

The COR of national defense in- 
cludes the costs for providint military 
forces to (1) deter war; (2) be prepared 
to et^a^e in war, and preserve the 
peace and security of the United States, 
the Territories, Commonwealth, iu pos- 
sessions and any area occupied by the 
United States. Such cosu also include 
trainini, equif^io| and compensating 
the armed forcetj developing, acquir- 
ing tttiliaing disposing of weapon 
lyRems: conducting reaearcb and devel- 
opment to maintasn technological supe- 
riority over potential adversaries, and 
improving cor. and perf onnance of 
weapon syiums; and other defense re- 
lated activities. 

Changes to Ascal 1996 estimates 
(la ef deUan) 


Envifoomental 
morogement and 


lego^ wastes 

43.3 

PtpeKne focilies 

2.7 

Active fociNties 

1.4 

High-level waste ond 
spent nuclear fuel 

-0.1 

Other changes 

0.4 

Total changes in 
estimates 

47,7 


National defense includes changes in 
enimated eovironmemal Uabilicics. The 
revised estimates resulted in a net de- 
crease of S47.7 billion in environ- 
mental liabilities during fiKal 1997. 

The accompanying table depicts the 
changes in estimate by category. 

Human resources 

Education, training, employment 
and social services 

The objectives of the education, 
mining, employment and todil serv- 
ices function are to promote the exten- 
sion of knowledge and skills, enhance 
employment and employment opportu- 
nities, procca workplace ftandands and 
provide services to the needy. 

Health 

The COR of health is for promoting 
physical and mental health, including 
the prevention of illness and accidents, 
and the Medicaid program. The Medi- 
care program is the largeR Federal 
health program, but by law it is in a 
separate subfunciion for budget pur- 
poses. Also excluded from the health 
subfunciion is Federal health care for 
military personnel and veterans. 

Medicare 

Medicare is composed of Federal 
hospital insuraoce aod Federal supple- 
meotary medical insurance. This func- 
tion is not further subdivided into 
subfuDctioDS. For more information on 
Medicare, see the note on itewardihip 


Education, training, employment and social services 


(In billions of <Mlars) 


Subfuneflons 

Gross cost 

revenue 

Net cost 

Bementory. secondary on^ 
vocational educa^on 

14.5 


14.5 

Higher educofton 

7.1 

2.2 

4.9 

Research and general 
education aids 

1.9 

. 

1.9 

Training ar>d employment 

4.9 

- 

4.9 

Other lobor services 

0.9 

- 

0.9 

Social services 

16.3 


16.3 

Cost not olocated to st^furtetions . . . 

1.0 


1.0 

Total education, Coining, 
employment and sock^ services . . 

46.6 

2.2 

44.4 
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Health 

(In billions pi doUan) 




Corned 


tubtoiclhnii 

Cross cost 

revenue 

Net cod 

HooHh Coro servicos 

120.8 

4.5 

116.3 

Hoolth rmaorch ortd training 

2.6 

0.7 

1.9 

Coniumor and occupotiorKi 




health ortd safety 

2.0 

0.1 

1.9 

Cost not alocated to lubfuncliora . . . 

0.1 

- 4.1 

4.2 

Total hoaHh 

125.5 

1.2 

124.3 

Income security 




(In hfliaesu of dollars) 






Comod 


lubluncWons 

Gross cost 

revenue 

Net cod 

UnonployiTient componioKon 

24.4 

1.2 

23.2 

Homing asditanco 

27.4 

- 

27.4 

Food OTKi nuWliorwl otsirtanco 

36.4 

r- 

36.4 

Gonnrd mtlromonl and 




dhobltyincurartca 

15.5 

3.5 

12 j 0 

other Income tecurlly 

73.2 

^9 

70.3 

Cost riot oiocotnd to subfunctions . . . 

11:0 

1.2 

9 A 


187.9 

8 A 

179.1 

Vetenns benefits and serrioes 




(In baDiona of doQan) 




SuMmeSom 

Gross cod 

fiumed 

revenue 

•Meed 

ncome security tar veterans. 

8.3 

0.9 

7.4 

Veterans education, tnaning 




and mhobiltaHon 

tv6 

♦ 

lA 

HospHdl and metical core For 




votorons 

16.3 

0.5 

I 5 B 

Veterans housing 

OJ 

0.6 

- 0.1 

Other veterans benefits and services . 

1.6 

02 

1.4 

Cost not ciocoted to subfunctloni . . . 

7.6 

• 

7.6 

Total veterans benefits 




and services 

36.1 

2.2 

33.9 


mpoosibiliey in the itcvardih^ repoet* 
ui( sectioa and Note 1& 



This ioebdes the cast of providief 
p ey eMaa to penooi for wbM oo cw> 
me Kndcc is rendered. Included arc 
disability, unetnplaTnient, we lfar e and 
BinJaf profrane, eacepe for Social Se> 
curicy and iacoeae security for veteC' 
ans. Also tnduded are (1) the food 
nanp, special ■tMl rkiUI uutririoo 
programs; uncii^Ioyinent compeoia* 
tioo and workers' compensatioo; 
P)public assistaocc cash paymeau; (4) 


beocCits to the dderiy and to cool min' 
ere; and (S) low* and Mode nee inc om e 
housing bcoe6ts. The coot of Federal 
pensions and retiree hedth benefits are 
aPocated to ocher functions. 

Social Security 

The coat of Social Security is for 
psytnena to cligibW beocficisrics of the 
Old Age and Surrivors Insurance and 
Disability Insurance programi, which 
are coUccciTely referred to as "Social Se- 
curity .* The Social Security program is 
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the stnfle laifctt Fcderil pro^nin and 
is funded primahiy by payroll taxes. 

For more information on Social Se- 
curity, see the note on stewardship re- 
sponsibility in the stewardship 
reporting seaion and Note 16. 

Veterans benefits and services 
These programs provide benefiu 
and services, the eligibility (or which it 
related to prior mflitary service- In- 
cluded are veteran's compensation, life 
insurance, pensions, burial benefits, edu- 
cation, training, medical care, veterans 
housii^ and administrative expenses of 
the DepartmcBi of Veurans Affairs. 

Physical resources 

Energy 

The ob^ctiwe is to promote an ade- 
quate supply and appropriate tiie of en- 
ergy to serve the ne^ of the economy. 

Natural resources and environment 
These cotb. arc incurred for develop- 
ing, *g «»tg maintaining na- 
tion's natural reaources and 


environment. Excluded arc the cost for 
community water supply programs, ba- 
sic sewer systems and waste treatment 
plants, all of which arc part of commu- 
nity or regional development programs. 

Co mm e rce and housing credit 

These cosu relate to the promotion 
and regulation of commerce, housing, 
and deposit insurance industries, which 
pertain to (1) colleaion and dissemina- 
tion of social and economic data; (2) 
general pxupose subsidies to business 
and individuals including credit subsi- 
dies to housing; and ()) the Postal Serv- 
ice fund. 

Transportation 

Most of these costs relate to grants 
to States and others for local or na- 
tional transportation of passengers and 
property, licse cosu indude: (1) con- 
struction of facilities; purchase of 
equipment; (3) research, testing and 
ct^uatioa; and (4) operating subsidies 
for transportation facilities ^uch as atr- 
poru and railroads). 


Energy 

(In billions of dkslUrs) 


SufahincHons 

Cross cost 

Eomed 

revenuo 

Net coat 

BworJuppiy 

15.4 . 

11.6 

3.6 

Erwgy conjorvoHon 

0.5 


0.5 

Emergency energy preporedr>ess . . . 

0.2 

0.3 

■0.1 

Energy informofion. poicy ortd 
regulotion — 

0.7 


0.7 

Cost rtot olocateO to subfunctions . . 

1.2 

0.7 

0.5 

Totd energy 

16.0 

12.6 

5.2 


Natuial resources and environment 

(In bflUMu of doUnrs) 


Subfvncllom 

Cfoucesl 

11 

Net cost 

Water resources 

6.8 

0.1 

6.7 

Cortservotion and iortd mortogement 

6.1 

0.9 

5.2 

Recreational resources 

2.6 

0.2 

2.4 

Polution control orxf abatement 

6.8 

0.3 

6.5 

Other rtoturol resources 

2.5 

0.2 

2.3 

Cost rtot olocated to subturtetions . . . 

4.3 

0.2 

4.1 

Total natural resources and 
environment 

29.1 

1.9 

27.2 
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Commerce and housing credit 

(In billions of dollars) 


SvWuncHoro 

Mortgoge credit 

Ui. Postal Service 

Deposit insurance 

Other odvarKement of commerce. . . 
Cost rx)t allocated to subfurtetioru . . . 
Total commerce and housir>g credit 

Transportation 

(In billions of dollars) 

SubtuncHons 

Grour^d tronsportotion 

Air troraportotion 

Water tronsportotion 

Other transportation 

Cost r>ot olocated to subfurtetions . . . 
Totol tromportation 


Grots cost 

Enmod 

rovonuo 

Not cost 

3.0 

5.5 

-2.5 

56.9 

58.4 

-1.5 

-2.5 

5.9 

-8.4 

5.5 

14.1 

-8.6 

23.8 

-11.5 

35.3 

86.7 

72.4 

14.3 


Gross cost 

Eomod 

mvonuo 

Not cost 

24.6 

1.7 

22.9 

6.6 

O.I 

6.5 

-0.5 

.0.6 

-1.1 

0.2 


0.2 

6.5 

- 

6.5 

37.4 

2.4 

35.0 


Community and regional development 

(In billions of dollars) 


SubfuncHont 

Gross cost 

Eomed 

revenue 

Net cost 

Commurvty devotopmont 

4.9 

. 

4.9 

Area or\d rogionol devolopmont 

2.1 

0.5 

1.6 

Disaster relief arid insurarKe 

4.6 

1.4 

3.2 

Cost not olocated to subfunctions . . 

0.6 

. 

0.6 

TolcM community ar>d regkyvai 
development 

12.2 


10.3 


Community and regional 
development 

These com relate to the develop* 
nent of physical facilities or financial 
infrasmiccures designed to promote vi* 
aMe community economies. Transport!* 
tion facilities developed as iatcgral 
paru of community devdopment pro* 
grams are also included. Aid to bust* 
nessa is not usually included in this 
function unleu such aid promotes the 
economic devdopraenc dep r e ss ed ar* 
«as and is not deugned to promote par* 
ticular lines of budnen for their oem 
sake. 

Net interest 

Interest costs are primarily the 
amounts accrued on Treasury securities 
held by the public. Interest payments 


on these securities arc made by the 
Treasury’s Bureau of Public I^bt. 

Other functions 

Intenutional affairs 

This function includes the cost of 
maintaining pcacebd relations, com- 
merce and travd between the United 
States and the rest of the world, and 
promoting international security and 
economic development abroad. 

General sdeoce, space and 
technology 

This functiofl includes the research 
conduCTed by the National Science 
Foundation, all space programs coo* 
ducted by the Nuional Aeronautics 
and Space Administration (NASA) and 
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lencnl science research supponed by 
the Depanment of Eo^fy. 

Africuiture 

These cosu arc for promoting the 
ecoaomic subilicy ^ a^ctilture and 
the nsion's capability to maintain and 
increase acricukural production. 

Admmitt ration of }itsticc 

These costs include programs to pro* 
vide judicial services, p^cc protection, 

lotcrnitiofial a^ain 
(In Mliou of doUan) 

tuMmcNom 

mierrwrttortol deveiopmont and 

humarvlarian ossiilanco 

intorrtatiortal security assistance 

Cortduct of foreign choirs 

Foreign infomrtaKon and exchonge 

octrviliei 

lnterr^oHorK)i firKar>ciai program! 

Cost r»ot alocated to subfurtetions . . . 
Total interrtatiorKi offoirv 


law enforcement (including civil 
rights), rehabilitation and incarceration 
of criminals, and the general mainte- 
nance of domestic order. It includes the 
provision of coun-appointed counsel 
or other legal services for individuals. 

It excludes the cost of the legislative 
branch and police or guard activities to 
protea Federal property. The con of 
National Guard personnel and military 
personnel who are called upon occasion- 
ally to maintain public safay and the 
con of military police arc included un- 


CroucosI 

Comod 

rovonuo 

Not cost 

10.7 

3.1 

7.6 

2.2 

- 

2.2 

5.1 

0.3 

4.6 

3.6 

1.2 

1.6 

3.0 

0.7 

2.3 

24A 

5.3 

19.5 


General sdcncc, space and technology 

(Ea bOlioBS of dollars) 


SaMuneVons 

Greocod 

tamed 

revenue 

Net cod 

Gonoralscionco and basic rosoorch . 

3J 

• 

33 

Spoco rasaorab and 

support octivHios. 

123 

0.1 

IZ2 

Cost not olocotod to subfunctions . . . 

0.7 


0.7 

Totcri general science, spoce 
orxl technology 

16.6 

0.1 

16.7 


Agriculture 
(la bilHoss of dollan) 


SuMaidom 

Grouced 

towed 

revenue 

Net cod 

Fom iTKome stobiaotion 

10.6 

22 

6.4 

Agricuitureiresearah and service . . . 

3.5 

0.3 

3.2 

Cost not alocated to subfuncKons . . 

1.0 

. 

1.0 

Total ogricutture 

I5J 

23 

12.6 
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der the oatiooal defease function rather 
than this function. 

General government 

These costs include the geoeral over- 
head of the Federal Government, in- 


cluding legislttive and executive activi- 
ties. and provision of central fiscal, per- 
sonnel and property activities. All 
activities reasonably or closely associ- 
ated with other functions art included 
in those functions r«her than general 
govemment. 


Administnitton of justice 

(In tnllions of doUan) 


Subfunettom 

Grottcod 

fwanue 

Net cost 

Fodorol low onforcoment actrvrhos . . . 

t3.2 

1.1 

12.1 

Foderol itigative ortd 
judeiai octivitioi 

5.9 


5.9 

Fodorol corroctiortd octivrhei 

3.3 

0.3 

3.0 

Crirninal justico assistance 

1.3 

*0.4 

0.9 

Cost r>ot diocaled to subfurKtions . . 

3.4 

0.1 

3.3 

Total odministrotion of juttica 

27.1 

1.9 

25.2 


General government 
(In billions of doUan) 

SuMunettoni 

Grots cod 

lamed 

revenue 

Net cod 

Legislative fur>ctions 

1.2 


1.2 

Executive drection 
orva moTKigement 

0.3 

- 

0.3 

Central frscoi operations 

aj 

2.2 

6.1 

Gerserol property and records 
management 

lO.t 

0.3 

9.8 

Central persorvtel martogement 

0.2 

- 

0.2 

General purpose fiscal ossistarKe . . . 

0.3 

- 

0.3 

Other generd govemment 

0.9 

0.1 

0.B 

Cost not olocoted to subfurtetions . . 

6.7 

0.7 

6.0 

Total gerterol government 

28.0 

3J 

247 


ConsolidMcd Financial StatonenCs of the United States Government. Fiscal 1997 



118 


C^onsolidauo huuncul sutemcnu 


Statement of changes 
in net position 

The sutement of chao^et in net 
tioo reports the be^innins net position, 
the items that csusra net position to 
change thiriog the r^rtmg period and 
the ending net positioa. h thovs the net 
con of GovemiDent (^rations, revo 
nues generated principatly by the Gov 
enunent’s sovcrcien power to tax, levy 
duties, and usess uncs and penalties, u 
well as any adjuiuneots and unrecon 
died transactions ths aifect the net posi 
tion. 

Net cost of Govenuneat operations 

Net cost of Government ^rations 
is cost of operations repotted in the 
statement of net cost. 

Revenues: financing sources 
from noDOchaage revenue 

The main ftnancing source for the 
net cost of operations is non^change 


revenue, which consists of taxes and 
other revenue that the Federal Govern 
meat generates under its governmental 
powers or receives by donation. 

Other earned revenue 

Other earned revenues are exchange 
revenues from the public with virtually 
no con atscKiated with these earnings. 
These items include revenues from spec 
truffi auctions and rents and royalties on 
the outer continental shelf lancu. 

Unrtconciled transactions 

Unreconciled transactions are adjust- 
menu made to balance the change in net 
position. 

Net position-beginning of period 
The amount is the net position re- 
ported as of the beginning of the fiscal 
year. 

Net position-end of period 

This is the amount reported as net po 
tiiion on the current year's balance sheet. 
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United States Government 

Consolidated Statement of Changes in Net Position 
for the year ended September 30, 1997 

(In billions of dollars) 


Not coil of Govommont oporoHons I ,^.3 


Less: 

Financing sources 
from nofvexchange revenues: 

Individual income tax and 

tax withholdings 1.247.5 : 

Corporation income taxes 1 79.8 

Ur>employment toes 27.8 

Excise taxes 55.8 

Estate ond gift taxes 1 9.7 

Customs duties 20.0 

fi^scelaneous 28.1 

Total norvexchange revenues 1 .578.7 

Other earned revenues nj 

Excen of coiti over revenvei 


before unreconcled tronsoettons 

Umeoorsciled transactions affecting 
the change in f>et positioo (Note 15] . 

Change ki net poiMon 

Net posittorvC>eginnir>g of period 

Net positiorvend of period 


-15.0 


12.4 


' 2.6 


■5,000.4 

-5,003.0 


The occomponying notes ore on integral port ot these tinanciai stotements. 
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United States Government 
Notes to the Financial Statements 
for the year ended September 30 


Note 1. Summary of 
rignififant accounting policies 

A. Repotting entity 

Hm coQK^idMcd icne* 

iochi^ the SdsbemI icsciii Rod rc* 
tivitf of the caecucnc, Icgutachre tad 
judi^ bnocha of the U3. Govern ' 


pandoat dm m pert of cfac Federd 
Covcmmcttc. TW Apptadix oancwm « 
lot of lifnifieim U^. GovemoMoc ood* 
tio todttded lad cnciuet endudod fmn 
thOK GOMolldKod fioflicill ItOBiBeBtt. 
For the poepooM of dui dooMnent, 
"Fedml Govemaeai* nfm to the 
GovenaoBL The 6«cal ytar of ^ 
GovemaoB eodi Sepw ab er 30. 
Macrial iflcnfooomacBttl c 
hove boon oUaiaaMd in oonai 
eao^ a dticrttiui in Noce IS. 

B. Basis of accounting 


a bovc been pRpored in aoBOodoaoe 


C. Direct lotnt 
andloea guareatees 

Direct loeai oblipced end loon |ttar> 
anceei cofunioed ifur September 30, 
1931, ore recorded btied on tbe ptesont 
vatuc of net caib flows emmaed over 
tbe life of the loan or guanunce. Direct 
loaitt made prior to October 1. 1331, 
map be recorded aader tbe pieaest 
value meebod or tbe afloaranoe for lorn 

dnead by an ancoflecrihlr 

ameunca vAcn k is more likely than 
not tha tbe laam wffl not be coflectad 
in felQ. Liebiliflci rilacd toloangoaran* 
tea commffTrd prior to Octoba 1, 

1331, mey be rec o rded wider tbe p«c> 
aeoc value method or tbe sBowancefef 
loa mabod (tbe amount the sfoncy eai> 
osaa will mote likely cbm not reqaire 
a ftturc cadi outflow to pey defnik 


fled by tbe Office of Managemcni and 
Bttdfa (CMd^ and tbe ScaMmen of 
Federal Finaniad Affounting Staidards 
^A9.Uiidcrtbubensofaceooal- 
in^ gyenaa gmerally are lecogpiiwd 
wben incufied and non^nebange revc> 
mas are icoogniied on a aodifiad caab 


caebange leveaua ate tecogniaid arbeo 
r eceived end teUad teceivibla am tec- 
ognaed when maamraMe and legally 
roDectible. ReAindi and lebcad ofiM 
of noihexcbangi levenuce are teoog- 
naed when aemuabic and kgdiy pey- 

Mm P»4tn«t||n 


difiera from the beds of aceeuncing u^ 
for budgetary feportin|. flegfnniiig in 
fiacd 1331, four addirioind accounting 
acandardi wiD be etfeccive regarding ac- 
eoanting for property, ^ant and cqu^ - 
mem, mmagerid coat accounting, 
revenue and other financing aourcea, 
and au ppl e me m aty itewar^bip r epo r t- 
ing, Tlfo inyea of these acandardi on 
tbe conaolirlircd Snancbl itatemenu k 
currently being r ev i ewed 


D. Tins tecdvable 

*Tana reoeivBble* primarily condw 
of tax aneaamcKS, penaktea 

and knereit, where tmpeycra hanre 
agreed that the amoaoes are owed or a 
codit baa dwera dn ed that tbe aaacaa- 
mcoD are owed, l^oid ancasmems 
wberi (1) nekher ra a pay ets nor a court 
beet agreed thm tbe amouma are owed 
| iituiw» aaacMMnc^i and (1) the 
Goveramam dote not cipaca forcber 
coUecDoiu due to fociora naefa aa the tax- 
payer'! deacb, bankruptcy or inaolvency 
(wrke-oB^ ate not included in the finan- 
dd itaremeotii Toes receiTable are re- 
ported net of an aBoerance for the 

deeoaed to be uncollectible. 

E. Invencoria and 
related p roperty 

Inventmici generally are valued « 
hiatoned com or at an approtrimarirui 
tbcre^. Kiscarkd coat matbodi indude 
frnc-iii4int-ouc, wetgbted average and 
moving a ve r ag e . Tbe vahie of inventory 
hdd for repeir is reduced by ibe cm • 
mated repair coat. Esccu, obaolcte and 
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unsemceable inveotohes are valued at sty, typically safe containment, is re- 
estimated net realiz^e values. corded. 


F. Property, plant and 
equipment 

*Prt^rty, (dant sad equipment* 
(PPftQ are recorded usinf purchase 
price, refdaccfikeat cost, nanebrd cost 
and other acceptable methods. Defense 
weapoos systcoss, which comprise most 
of t^ PPftE, are not currently depred- 
ated. Depredation and amortixation ex- 
pense, which applies to other PPftE, 
except bnd and limbed duration land 
ri^its and const fuctien in pio{rcss, are 
fcneraUy recofnixed miag the straicht- 
line method over the amett estimated 
uaeful lives. The Goveraimt Manage- 
ment Reform Aa does not require the 
legUlative and jutficial ^wchca to re- 
port their in^innation to 

Treasury, therefore most PPftE in use 
by those cncitica is not included in these 

G. Retirement programs 

*Pentioa expense and retirement 
heakh benefia* and related Uabilittes 
are recorded durii^ the time that em - 
^oyee services are rendered. The Uabili- 
tiei for benefit {dans 

and retirement heakh benefits arc re- 
corded at estimated actuarial present 
vahie of future benefits, len the eai- 
mtted accnariel p re sen t vahic of normal 
coat contribudoos made by, and for cov- 
ered cnqdoynas. 

*Normal cost* it the pordoo of the 
actuaiial preaeas vduc of peojectad bene- 
fits aOoci^ under the loaadal 
method, as ruirnsr far en yl oye e serv- 
ices rendered in the earrem ycv. Actu- 
arial gains and fasmi ^ad prior and past 
aarvioc cost, if any) ate remgaiied im- 
nwdiaiely in the year ^cy occur, with- 

OUI — 


H. EnTironmental liabilities 


"Eavironmettd li Ail kies* are re- 
corded m the csdaamcd current cost to 
l eme A we haxar doui want sod enviroo- 


ofeuneat technology. Remedimioo COB - 
stats of removal, tremamnt and/or safe 
containment. Where technology docs 
not cxisc to dean op haserdous erane, 
only the estimable poruon of the liahil- 


L Contingencies 

Liabilities are recognized on the bal- 
ance sheet when: 

* a past transaction or event has oc- 
curred; and 

* a future outflow or other sacrifice of 
resources is probable and measurable. 
The estimated contingent liability 

may be a specific amount or a range of 
amounts. Uf some amount within the 
range is a better estimate than any other 
*"**<«»«** within the range, that amount 
is recognized. If no amount within the 
range is a better estimate chan any other 
amount, amount in 

range is lecogniaed. 

Contingent liibilkies that do not 
meet the above criteria for recognition, 
bat for which these is a reasonable po«si • 
bilky that a lota has been incurred are 
diacloae d in Nou 14. 

For the fiscal year ended September 
30, 1997, the amount of ioa contingen - 
dcs was not available therefore, the 
amounu stated here represent the maxi- 
mum theoretical risk exposure. How- 
ever, h is not likely that the maximum 
leas will be incurred 

J. Social insurance 

A Uabtlky for soda] insurance pro- 
grams Social Security, Medicare, Unem- 
pbymcsi Insurance, Railroad 
Retirement and Black Lun^ as recog- 
nized far any unpaid amounu due as of 
tke reporting ditt. No liability is recog * 
niicd for fimue paymenu not yet due. 
See "sttwaidsh^ rc^onaibilhtcs* in the 
stewardship reporting section far fur- 
ther informatioa. 

K. Related party transactions 

The Federal Reaerve Banks (FRB^, 

which are not part of the reportittg cn - 
tity, serve as the Federal Govenunent*! 
d ep ca k a r y and fiacal agent. They proc- 
cat Fedesil paymenu and deposks to 
Trcasury*s accoum and service Federal 
debt scairnica. FRBs owned $440 bil- 
lioo of Federal defat securities keU by 
tbe public as of September 30, 1997. 

FRB — that exceed statutory 
amounu cd surplus established for the 
Federal banks are paid to tbe Federal 
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Governmem and are recofniaed as aoo- 
rxchangc revenue and totaled S19.6 bil- 
lion for the year ended September 30, 
1997. The primary source of these earn- 
ings is from interen earned on Federal 
debt securities held by the FRfis. . 

FRBs issue Federal Reserve Notes, 
which are the circulating currency of 
the United States. These notes are coUai- 
eraliaed by spedfk assets owned by the 
FRBs, typically U.S. Government secu- 
rities. Federal Reserve Notes are backed 
by the full faith and credit of the 
United States Government. 

The Federal Government does not 
guarantee payment of the UaUltties of 
Government-sponsored enterpriaes such 
as the Federal National Mortgage Asso- 
ciation ^ the Federal Home Loan Mort- 
gage Assodation, which alao are 
excluded from the reporting entity. 


Note 2. Cash and other 
monetary assets 


Cosh and olhor monotory osMh 
os of Soptombor 30 

(In billions of dtdbrs) 


Cosh boforo 

outstaxSng chocks 49.6 

OufsIoncKng chocks -3,9 


Cosh 

45.7 

Gold 

n.o 

Domestic monetary 
assets 

0.4 

International 
monetary assets 

35.6 

Total cash and other 
monetary oueh 

9Z7 


Cash 


Cash in the amount of S4S.7 bilUoa, 
consisu of; (1) U3. Treasury 
held at the Federal Reserve Miks, act 
of outstanding cheeha; U3. Tremury 

balances in special deposturics that hold 
the proceeds of cenam tax paymems 
knovrn as the U3. Treasury Tax and 
Loan Note accouma; O) funds held out- 
side of Treasury and tke Federal Re- 
serve by authorized fiscal officen or 
agents; (4) monies held by Governmem 
collecting and disburtin| oBicerv, igcn • 
cies* uodepotited collections, uncoo- 


firmed deposiii and cash tranifen; and 
(5) time deposits at financial institutions. 

The U.S. Goi^rnmeni maintains for- 
mal arrangemenu with numerous banks 
to time deposits known at 

compensating balances. These balances 
compensate the banks for servien pro- 
vided to the Federal Government, such 
as zerobalancc accounts 

for the coUcciion of public nsonics. 

Gold 

G^ is valued at the statutory price 
of S42.2222 per fine troy ounce. As o( 
September 30. 1997, the number of fine 
troy ounces was 240,914,524.931. In the 
fia^ year ended Septem^ 30, 1994, 
gidd was valued using ma^et value, 
which re presen ted the price rcpoitcd 
for gold on the Loeidpn Fixing. The 
market rahic of gokf le oi the reporting 
date is S332.10 per fine troy ounce. 

Gold hci been pledged as coQatcnl for 
g(dd certificates issumI to the Federal Re - 
serve banks totaling Slli) billion (see 
Note 13). 

Domettk monetary assets 

'Domestic monetary assets' are 
eompoecd of liquid asaeu other than 
cash th« are baaed on the U.S. dollar in - 
cludii^ coins, silver bullion and other 
coinage metals, l^ese items totaled $0.4 
btUioo. 

International monetary asaels 

'Imcituaional moomry asacts* are 
compoard of liquid asaeu tluc err de- 
nomiuied on a beats other than the 
U3. dollar. Special Drawing Rights 
(SDRs) are imematicmal reserrt aaseu 
creaud by the Imcraatioiial Monetary 
Fund (D)^, which have a U3. dollar 
equivalcm of SIOjO billion caInJned on 
a weaned a v e r age of exchangr raus (or 
the currendca of aelccced IMF member 
countries. The vahie of aSDR was 
$1.36521, as of September 30, 1997. 

SDRs have been pledged as coUmcral 
for borrowing from ^Federal Reserve 
banks. This babdity totals f92 billion 
and is Mchidcd in Note 13. These amets 
also tbchide the U3. reserve poehieo in 
the IMF, which has a U5. dollar equira- 
km of $14.0 bdlion, and foreign cur- 
rency and other monetary asaeu 
denominated in foreign currency. Intcr- 
Bsuosal moBCury aacu have • U5. del- 
ler equivalent ^ $35.6 billion. 
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Note 3. Loans receivable 
and loan guarantee liabilities 

Loam receivable 

The Fedenl Govemment ii the iu> 
tion'i UrfCR source of credit and under* 
writer of risk. In 1990, the Federal 
Credit Reform Act was enacted to im* 
prove the Govenunest's bud{ctin( and 
mansfenenc of credk pro{rams. 
primary focus of the Aa is to provide 
an aocuiete meaiurt ^ die lon|-term 
costs of both direo loans and loan guar* 
antecs and to recognixe these coats m. 
the time when the loan is made. 

The Direct Studem Loan p ro g r am , 
established in 1994, ofien four type s of 
Stafford, Unsufaaidinad 
Scafiord, PLUS for paroKs and Consoli • 
dacion, Evidcnca of frn^ritf naed is re* 
paired for a snadams to recaive 
subii£ned Stafford loans. Tha ocher 
three loan pregraai are Bvailabla to bor* 
rowew at dl incom e levdt. Tbem loans 
oeuaDy mature 9*1) years after tbe nu* 
dent k no longer enrolled and are unie* 
eure^ 

Rural a lactrificn ion and telccommn* 
nk a ti oos loans are for the c on s ti uc t ion 
aadoparmwoofgencrmmgpUats,alec- 
tric tfmamiirioii, and dutrilrotioai lines 
or systems. TImm loaiu carry aa tear* 
age msKorky of greamr than 2D yean 
and are usually aecared. 


Tbe major programs funded through 
the Rural Housing Insurance Fund Pro* 
gram account are: very low and low*to- 
moderate income home ownership 
loans and guarantees, very low income 
housing repair loans, domenic farm la- 
bor bousing loans, bousing site loans 
and credit sales of acquired pn^rty. 
Loan programs arc limited to rural ar- 
eas that include towns, villages and 
ocher places dun are not pan of an ur - 
ban area. The majority these loans 
mature in excess of 25 yean and are sc * 
cured by tbe pn^Msry of the borrower. 

EcosuMuic aoiscance loans provide 
economic aniitance to selecced coun* 
tries in w^poct of U.S. efidns to pro • 
mote stabalky and U5. security 
intetem in s i rne gi c regions of tbe 
workL 

Loon gmninteiri 

The Federal Ifounag Admmktra- 
tion ^HA) peovidc a mcingigt insur- 
ance to cneeunge Icndcn to make 
credit available to expand home owner* 
ib9.FHApfadoniinmelysarvesbor- 
rowen that the cottvnmiooal aaarket 
doea not adaqunely servut first rime 
hooae buyen, minoribea, lowerincome 
faaailicB and rciadeBis of under-served ar* 
eas. 

Th e Federal Family Education Loan 
(FFEI4 program, fortMiiy known as 
the Guanunead Student Loan pfogram. 
wm fst a H i ihrd in 1N5. Like uw Dimt 
Snidf m Loan peogmm, k dao oftna 


Loom r«c«lvabl» ai of Sopfombor 30 


(In biUaoaf of dollnn) 

Gfoea 

l it ^1. ■ 

rocoivoBmn 

Alowonco 

l0(M9 

HI 

Not 

fneotroMos 

StuOont loon progromi 

410 

14.6 

0.1 

275 

Kum osoemneonon vm 
tmacornmunicotlorn 

28J 

4.8 

. 

23.5 

Kurd housing inwranco 

20.9 

7.4 

- 

13.5 

Econornic qaktonco loons . 

12.5 

5.1 

- 

7.4 

Agrtculturo crodt 
muranco fund 

10.7 

1.5 

0.6 

8.6 


102.2 

1Bi> 

8-3 

75.9 

Total loons rocoivoblo 

216.6 

51.4 

9J0 

1565 
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logn ouarant**s as of Soptombor 30 

(In billions of dollars) 


Foco 



value of 
guaranteed 
loons 

Amount 

guaranteed 

loan 

guarantee 

HabWty 

Federal Housing Administrotion 

454.5 

447.0 

13.! 

Federal Fomily Education 

99.0 

99.0 

9.9 

Veteran housing benefits. 

198.0 

69.4 

4.1 

AB other loan guarantees 

125.3 

97.0 

9.6 

Total loan guarantees 

875.8 

712.4 

36.7 


four types of loans: Stafford, Uasid>si * 
dizcd ^afford, PLUS for parenu and 
Consolidation. 

Veteran liousin| bencflu provide par- 
tial guarantee of residential mortgm 
loans issued to elipble veterans a^ serv- 
icemen by privau lenders. The guaran- 
tee allows veteracu and servicemen to 
purchase a home without a substantial 
down payment. 

Otner loan guarantees include Small 
Business Admuuseracion loans to minor- 
ity businesses, Export-Import Bank 
loans CO promote U.S. exporu, and the 
Farm Service Agency for farm owner- 
ship and emergency and disaster loans. 

Note 4. Taxes receivable 


Taxot rocolvabt* 
as of Saptambof 30 


Note 5. Inventories 
and related property 


Invenforles and 
rekifed propeffy 
at of Sopfember 30 

(In tnllions of doUan) 


Operatirtg materiols 

and supplies 

Stockpile moieriaiL . . 
Inventory held for sole 
Foreclosed property , 
Commodities 


161.B 

41.8 

1.7 

1.3 

0.4 


Seded nr>onetary 

instTuments 0.2 

Forfeited property 0.2 

Other related property 2.0 


Total inventories 
ond related property . . . _ 


(In billions of dollars) 


Gross Federal 
tax receivables. 


Allowance 

for doubtful amounts 


Federal tax recervobles. 
net 


*Net taxes receivable” are based on 

projections of coUectibility from a statis- 
tical sample. 


'Inventories and related propeities* 
consist of the following categories, net 
of lUowance: 

* 'Operatii^ materials and supplies,” 
which are comprised of tangiole per- 
aooa] property purchased for use in 
normal operations. 

* "Stockpile materials,” which are stra- 
tegic and cncicaJ materials held due 
to statutory requirements for use in 
national dneose, conservation or na- 
tional emergencies. 

* "Inventory held for sale,” which is 
tangible personal property held for 
sale net of allowances. 
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* “Foreclosed property," which in- 
cludes sssets received in satisfaction 
of a loan receiv^le or as a result of 
payment of a claim under a fuaran- 
teed or insured loan (excluding com- 
modities acquired under price 
support prof rams). 

* “Commodities," which arc itenu of 
commerce or trade having an ex- 
chai^ value used to stabilize or sup - 
port market prices. 

* “Seized monetary tostrumenu * 
which include only monetary inatru- 
mentt. Ocher seiz^ property, includ- 
inf real property and tangible 
personal property, are accounted for 
in agcDcp property management re- 
cords until the property is forfeited, 
returned or othen^ liquidated. 

* “Forfeited property," whkh is com- 

prised of (1) monetary instruments, 
intangible property, real property 
and tangi^ personal property ac- 
quired throu^ forfeiture pioceed- 
ingSi (2) property acquired by the 
Govemmeoc to satisfy a tax liability; 
snd (3) abandoned 

merchandise. 

* “Other related property," which in- 
cludes all ocher related property not 
included above (such as property ac- 
quired throu^ milhary base clos- 
tngs). 


Note 6. Property, plant 
and equipment 

Certain types of fixed assets are not 
reported as “property, plant and equip- 
ment* or els^here on the balance 
sheet. These include natural resources, 
stewardship land, monumenu, 
coUectioni and library collections. 
FASAfi standards are addressing the is- 
sue of these uareponed assets. Future 
consolidated financial statcraenu may 
report them as su^lcmcntary aewa^- 
ship information. Land not used in con - 
ncction with the production of foods 
and services is disdosed in the steward- 
ship reporting section under steward- 
ship In hicure 
vakics will be removed from the bal- 
ance sheet for nacioaal <<**^«* "prop- 
erry, plant and equipment" and the 
stewardship reporting aeccioa of the fi - 
nancial Katemeau w^ be expanded to 
include iaformsiion about these assets. 

Note 7. Other assets 
Olhar ossah os of Saptambar 30 
(la faiUiona of doUan) 


Advortcasond 

prepayrr^anh 24.2 

Sacurttiaf and 

invattmanh 1 1 .4 

Omer 27,3 

Totol ottiar otsah 62.7 


Frepaity, plant and aquipmant m of Saptambar 30 



Castor 

Accumutotod 


(In (MUioos of doUan) 

olhar 

boils 

dapradcdlon/ 

omoillstflon 

Nat 

Buildkiqi. shveturas and focitiat . . 

28U 

64.2 

217.3 

Miltary aquipmant 

637.1 

1.6 

635.5 

Furnrtura. fUturas arxl aquipmant . . 

110.7 

33.7 

77.0 

Assets undar capital taow 

6.6 

0J3 

6.3 

Laosahold improvamants 

1.4 

0.4 

1.0 

Automotad data 
procassirtg softwara 

2.0 

1.0 

1.0 

LorKl 

22.4 

- 

22.4 

Cortstruction in pio^ass 

56.5 


56.5 

Total proparty, plant 
afxT oquiprnarrt 

i.naj 

101.2 1X)17.0 
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"Other assets’ consin of advances 
and prepayneots, securities and invest* 
ments and other assets of the U.S. Gov - 
eminent not otherwise classified. 
Securities are shown at cost net of unani' 
ortizcd premiums and discounts. 

Note 8. Accounts payable 
"Accounts payable" are amounts 
owed for accrueo interest on the public 
debtf goods and ocher property ordered 


and received, and for services rendered 
by other than employees. 

Note 9. Federal debt securities 
held by the public 

Defmitions of debt are as follows: 

* "Gross Federal debt* includes Fed- 
eral Government debt, whether is- 
sued by Treasury ^u^c debt) or by 
other agencies (^ency debt). Grots 


Accounts poyobla at of Soptamber 30 

(In billions of dollars) 


Deportment of the Treoiury 4d.d 

Deportment of Defense 1 7.4 

U3. Po$t(S Service 4.8 

Deportment of Veterons Affairs 3.1 

Natiorx]| Aeronautics or>d Space Administrotion 3.0 

Office of Personnel Monogement v 2.B 

Depwtment of AgricuHure 2.5 

Deportment of Heofth ond Humai Services 2.5 

All other departments t5.0 

Total accounts poyable 97.7 


Federol debt tecurfHet held by the public os of September 30 


(In billions of dollars) 

Treasury tecurtttes: 

Marketable securities 

NorMmorketable lecuritiei 

Non-interest bearing debt 

Total Treasury securities 

Plus: Unamortized premium 

on Treasury securitiei 

less: Urxjmorlized discount 

on Treasury' securities 

Total Treasury securities. 

net of utxvnortized premiums and discounts. . . . 

Agency lecuiWes: 

Tetvtessee Voley Authority 

U3. Posted Service 

AH other ogencies 

Less: Unomortized net discounts 

Total agency securities 

Total Federal debt 

less: Introgoverrunentol holdir^gs, 
r^t of ur>omortized premiums 

and discounts 

Total Federal debt securities 
heW by the pubSc 


3.439.8 

1.957.7 

5 ^ 

S.4I3.I 


78.2 

5.355.1 


27.4 

3.9 

1.9 



32.7 

5.387.8 


1.519.5 

3.758.2 


Average 
interest rale 


5.558% 

7.235% 


Types of mortMtobla seeurfHts 

BJU: Shen<<cmi obUgationi itcued vkh a wnn of 1 year or Im. 

Nows: Medium-wnn obligattons inued with a term of at lean 1 year, bus rm more than IQ yean. 
Bonds: Loof^ertn obli|nMai of OMre thaa 10 yean. 
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lntragov*mm«ntal holdings: Fodorol dobt tocurfflos 
hold os tnvostmont by Govomnnont accounts 
as ol Soptombor 30 

(In billions of doUan) 


HoMngs ovor $100 bflUon; 

Social Security Adm^lrotion. 

OW Age and Survivon insurance 5^7.5 

Office of Personnel Mortogement. 

Crvil Service Retirerrkent ond Disability 422. ) 

Department of Defertse, Mifitory Retiremen!. 1 26.0 

Department of Heotth ond Human Services. 

Hos^al lnsuror>ce fuf>d 1 [6.6 

Subtotal 1,232.2 

Holdings over $1$ blSon: 

Social Securtty Admirvstration. Disability msurartce Trust Fur>d 63.6 

Department of Labor, Urtemployment 61 .9 

Federal Deposit Irtturar^ce Corporation funds 37.4 

Department of Heotth and Humon Services, 

Suppiemental MerScol insurance 34.5 

Department of Trorttportation. Highwoy Trust Fund 22,3 

Ralrood Retirement Board. * 1 9.2 

Office of Persory^ Morwgement, Employees Life ireurarKe 18.0 

Department of the Treosury. Exchar>ge Stabilization Fuixl 1^ 

Subtotal 272.6 

Other programs ond funds 102.8 

Subtotal 1.607.4 

Plus: Ur>arT>orfi2ed r>et premiums 

Total intragovemmentol holdings 


Federal debt it etcher held by the 
public or by VS. Covemmeat eati> 
xm. 

* *Oebt held by the public” includes 
Federal debt held outside the IJ3. 
Govenunent by individuals, corpora- 
tioos, State or local {ovemmeots, the 
Federal Reserve System, and ford^a 
loveniiDcnts and central benks. 

* "Intnfovcnuneaial hoidinp” are 
comprised of Federal debt bcld by 
Govenunent tnist funds, revolvinf 
fundi and ipectai funds. 

*Federal debt held the public” 

amounted to $3,768 J billion at the end 
fiscal 1997. The cable on debt held by 
the public reflects inforraatioo on bor- 
rowioi to finance Govenuaest opera- 
tions. Debt is shoini at face value with 
uouDorcized premiuau added and uo- 
amortized diacounu subtracted. 

lDtra{oveniiDental holdinfs repre- 
sent that portion of the total Federal 
debt securities held is invesimenu by 
Federal entities, including major tnist 


funds. For more infomucioa on trust 
funds sec Note 16. Inuagovenuneotal 
holdings have been eliminated in coo - 
solidation for financial statement presen- 
tation puqxMcs. 

Securities that represent debt held 
by the public are primarily issued by 
the Depanmese of the Treasury and in- 
clude: 

* Interest bearing marketable securi- 
ties: bills, notes and bonds. 

* Interest bearing Doo-markecablc secu- 
rities: foreign government series, 

State and li^ govenunent series, do - 
mesti c series and savings bonds. 

* Non-inieiesc bearing debt: matured 
and other debt. 

As of September 30, 1997, most Fed - 
eral debt ($5,321 biUioiO subject to 
a stannory limit (31 U.S.C 3101), 
vhich eras $5,950 billion. The debt sub - 
jea to the limit includes debt held by 
the public and intragovemmeocal hold- 
inp, leas most debt of Federal agencies, 
the Federal Financing Bank debt and 
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miscellaneous debt, and tbe unamor* 
lized net premiums on intragovemmen' 
tal holdings, plus unamortized net 
diKounts on public issues of Treasury 
notes and bonds (other than zenxou* 
pon bonds). 


F*d*ral •mployeo and 
vetaron b«n«mt poyobl* 
at ol Saptambar 30 

(In billions of dollars) 


Note 10. Federal employee 
and veteran benefits payable 

The Federal Government offen its 
employees, both civilian and military, 
retirement beneflts, life and heakh insur- 
ance, and other benents. 

The Federal Govercunent adnuinis- 
len more than 40 pension plans. The 
largest are administered by OPM for ci- 
vilian employees and by the Depan- 
mem of I^feaic (DOD) for mibury 
personnel. The Federal Govenimeot 
has both defined benefit and 
contribution pension plans, although 
the largest are defined benefit plans. 

Civilian employees 
Pensions 


Ctvflan f n ployK 

Pensions 977.2 

Hearth benefits 158.9 

Other ber^efih 29.2 

Total federol employee 
benefits 1.165.3 

MBWory empte ye et: 

Pensions 641.7 

Compensation 

buSoi bei^ts . 197.4 

HeoHh benefits 218.D 

Other benefits 21.3 

Total military benefits l ,078.4 


The largest civilian pension fdan is 
admimstered by OPM and coven 
proximately 90 percent of all Federal 


Total Federal employee 
arvS veteran 
ber^fits payable 


Z243.7 


Change in ochiarfof ocerued pension Hablitty 
and components of related experae 


(In biUtoos of doUsrs) 


Acttxviol occrvied 
os of September 




CMton MMory 

employees’ employees 

9114 625.8 


Normal costs 19.7 ’ 11.1 

Interest on unfunded fiab&ty 63.0 40. 1 

Actuarial gans (')/losses -104 -5.0 

Total pension experve 7Z2 46.2 

Benefits paid -414 40.3 

Actuarial occruedpervionfiabilty. ^ 

asof Septerrt^So. 1997 641.7 


'OPM only. 


Slgnmcant ossumpHons used In determining the pension lobWy 
and the related expense include: 



CMtan 

Wary 


employees 

employe 

Role of interest 

7.00H 

6.50% 

Rate of inflation 

4.00% 

3.50% 

Protected salary increases 

4.25% 

4.00% 
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Chang* in accruod post>r»tlr*m*nl htalth b«n«flh HabAtty 
and compon«nts of rotated axpant* 


(Xn bilUoos of dollars) 

CIvBon 

amployaae 

MMoiy 

amptoya 

Acfooriof post-mfirament hoolth bartofits 
fobifty, oi ^ Saptambar 30. 1 9^ 

148.6 

_ 210.3^ 

Poet-fathamant haoffh banaWh axpama: 



Normal costs 

5.5 

5.2 

intarast on unfurvdad Mobility 

10.5 

14.3 


- 

-4.9 

Total post-rafrarrtanf 

16.0 

14.6 

Omms paid 

-5.7 

-6.9 

Actuorfol occruad post-ratiremaot 
haeftri baoafrts i^aty. 

Oi of Saptambar 30.1 vv7 

158.9 

2l8i) 


Signfflcanl otttimpHons M*d In d«i*rminlng Ih* pott-raHr*mant h*aNh 
b*n«fHt HoMNy ond th* r*lal*d •xpom* Inchid*: 


Oyflon MUtay 

inpteyt i ofBpteyoi 

7.00% 6.75% 

7.00% 2.50d.00% 


Rat* of tnfarost 

Rcrio of hoodh car« inffoHon 


civiliaa cn^ilofcct. b uicitides two cpm- 
poocnci o£ dd^ed b co cfai; the Gvil 
Service RciiroDeot S y— m (CSRi^ sod 
the Federal Eo^loyee’i Rcdremeoi Sys- 
tem (FERS). The beocfic compo- 
Bcou of CSRS lad FERS ve finan^ 
and <^Kr«ed throufh the Civil Service 
Reurcmeiu and Di^ilny Fund 
(CSRDF). CSRDF moniei ire (enented 
primarily from eo^oyees, afcncy con- 
tributions, psymenu ^m the |cacril 
fund and interest on investmenu in Fed- 
er^ debt securities (see Nom under 
CSRDF, for further dis c usaioi^. 

The Federal Retiremeni Thrift In- 
vestment Board is an independent Gov- 
ernment a|ency that operates the Thrift 
Savii^ Plan. The fund's assets are 
owned by the Federal employees and re- 
tirees covered by CSRS a^ FERS. For 
this reason, the fund is excluded from 
the consolidated financial statements 
and the fund's boldinfs of Federal debt 


are conside r ed part ^ the Federal debt 
bdd by the pu^ rather than Federal 
debt held by tbc Government. FERS 
employees may contribute up to 10 per • 
cent of their base pay to the plan, 
which is mttebed by the Government 
up to 5 percent. CSRS employees may 
contrib^ up to 5 percent of their base 
pay with no Government match. 

The Thrift Savinfs Plan’s total in- 
vestment, as of September 30, 1997, was 
S51.5 billion. Investments include US. 
Government non-marhetable securities 
($24.1 billion), which are included in to- 
tal Federal d^ securities held by the 
puUic in the balance sheet. 

Health bcBcfitr 

Gvilian retirees pay the same iruur- 
ance premium as active employees un- 
der t^ Federal Employee Health 
Benefits Profram (FEHBP). These pre- 
miums cover only a portion of the 
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costs. Ahhou^ the GoveramcDt contri* 
bution for the premiums of active em- 
ployees in FEHBP is paid by the 
cmployinf ^ency, Uw Government 
contribution for Chilian retirees is 
funded throu^ appropriations. 

Other benefits 

The Federal Employees Group Life 
Insurance program is largely funded by 
employee contributions. The employees 
life insurance program finances pay- 
ments to private insurance companies 
for Federal emjdoyee’s greup life insur- 
ance and is administered by OPM. 

Military cmirfoyees 
(including vcteraiu) 

Pauimu 

The DOD Military Retirement 
Trust Fund accumulates funds in order 
to finance liabilitiet of DOD under mili- 
tary retirement and survivor benefit pro- 
crams. The fund provides retirement 
Dcnefiu for mUit^ personnel and their 
survivors. 

The military icdrcment tfutm 
plies to the An^, Navy, Masine Corps 
and Air Force. system is s funded, 

noo<ontributory, dmned benefit plan, 
h includes non-disability retired pay, dis* 
ability retired pay, miicd pay for re- 
serve service aM survivor annuity 
programs. 

CompensaKion and burial benefits 

Veterans compensatiew is payaUc as 
a disability bencm or a survivor's bene- 
fit. Entitlement to comoesitatioa de- 
pends on the veteran’s diiibilities 
incurred in, or aBta^’ved during active 
military service, death while on duty or 

V«t«ront comp*ntaHon and 
burial b«n«flh pwabla 
os of Soplombw M 

(In billions of dolbrs) 


Veterans 158.5 

Survivors 37.1 


death resulting from service connecud 
disabilities, if ao! in active duty. 

Burial benefits include a burial and 
plot or intermeot afiowance payable for 
a veteran who, at the time of death, was 
entitled to receive compensation, pen • 
sion or whose de«h occurred in a VA 
facility. 

Health benefits 

Military retirees and their depend- 
enu are entitled to health care in mili - 
tary medical factlHiea if the facility can 
provide the needed care. Until th^ 
reach age 65, military retirees and their 
dqwndems alio are entitled to health 
care financed by the Ovilian Health 
and Medkal Programs of the Uni- 
formed Services (CHAMPU^. No pre- 
mium is charged for CHAMPUS 

care, but ^ere art deductible 
and copayment requiremenu. After 
they reach 65 years of age, military retir- 
ees are entitled to Medicare. 

The costs for milkary retiree health 
care include cosu of bttiidinfs, equip- 
ment, ^^**^***^0 0 ***<1 training, staffing, 
opeiaiions ai^ mstiwenenre of military 
medical treunent farilhica, They also 
consul of claims paid by CHAMPUS 
and the administnuon of the program. 

Ocher benefits 

VA iniuriocc includes ibc f^low- 
ing programs: United Suics Govern- 
ment Ue Insurance, Nmional Service 
life Insurance, Veterans Insuiapce and 
Indcmniucs, Veterans Special Life Insur- 
ance, Veterans Reopened Insurance, 
Service IXsahlcd Veterans Insurance 
and Servicemca's Groc^ life Insurance. 

Tbe Nacimia] Service Life Insurance 
was euabiishfd in 1940 lor tbe World 
War n servicemen and veterans and re- 
mrined open until 1951. Of the original 
22 million poliescs iamed, ^prori- 
matcly 2 iwninn rtmiin Under thia 
p ro g r am the maxiaram c o v er a ge is lim- 
ited to $10,000. 


Burial benefits 

Total veterans 
comMnsation 
and burial benefits 
poyoble 


\ .8 Veterans Special Life Insurance aras 
established in 1951 for servicemen arho 
served in the Korean War and the post- 
Korean period through 1957. Approod- 
197^ matcly $00,000 policies were isra^ of 
which, 252,300 remain. 
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Note 11. Environmental 
liabilities 

Environmontol loWONet 
oi of Soplombor 30 

(In billions of dollart) 

Environmantot 


monogament ond 
tagocywoitn 

U).3 

Dafansa: daarvup cosh . . 

27J 

Actrva fodHias 

20.7 

Pipafna fodMai 

84 

HigMavatwosta 

6.7 

Othar arrvlrorvnanfaf . 
iobWias 

6.4 

Totaf^mronmantol 

211.7 


During Worid War n end tbe CeU 
War, dw Unked States dm l oped a ^as* 
live in d unri al conylei to rasevdi. pro* 
duoa and test naciear weapons. Tbe 
nadcar w ea pons mnpley indudad au* 
dear reaaon, cb eniin l p e nceeriaf build* 
ia^t, «"***«^ nadiiaiag ptaaca, 
laborKaries and atatascasBoe hctlnaes. 
Tbe rendoag eaw nna a tmai l i e b flihn 
are tbe coats aaaoriatad wsA nanowriag, 
comaiaiagaad/of diipoaiagflf haaatd* 
ous wwic from tbe propcfiica. *Eari* 
f tmw ca ra l liahSiiass,* as naad ia ibis 
report, applies oalf to deaaup eoais 
frM Federal openaens kaem ID re* 
sub ia haardoas waree, wbkb ibe Fed* 
cral GeucmacDi b requind bjr Federal, 
Stale or lecd sttuiaa, ad/or regale* 
CMOS that have baca appewred as of tbe 
halaace sheet dree raganflm of tbe effee* 
ciue dree of cleanup. 

The PCX) tt wapoonblf for efcaniag 
up end dbposing of haardous ■arfriah 
ia Creilbias b opcracas or has operand 
and has raoarded a $27 J biDiatt liabilbp 
for theae cons. DOD baa act currembr 
recor ded any liabflbj for naponalde* 
fenae asacu (primarily diipossl of 
we a pon system like aircraft, ships and 
sul^aariacd and ammuoitioas (primer* 
ily bacardoui auceriab). 

*'Eavironowaul maaagemear 
legacy wasus” tndude costs for eariroa* 


meoul rescontion, auclcsr naerial aid 
facility nsbilizscion, and waste treat • 
meat, storage and disposal activities at 
each inscallatioa. h aim indudes cosu 
for related activities such as Uadtord re- 
iponsibilities, program management 
ukI legally prescribed graaa for psitki • 
pation and overrigbt by Native Ameri • 
can tribes, sad regulatory agencies. 
‘Active fecilbies” rtprtieut ■exidpaied 
remediation coats for those 
that are rowhirTing oogoing operacioos 
but ariil ulriauttcly require ■ubiiizatioa. 



Prajeco wkh no current feaaibiUty 
f wiwdiari oB a p pro a ch are excluded 
from the wbmete. Sigaificaot projecu 
not included ate: 


* Nuclear eiploaian tew areas (aoch as 
the Nevada teat sbe). 

* Large au^w«arbodiet(aach as 
the Qiadi and ^**«‘**>»*» liverd. 

* Meat ground waierjkeeawbhtrem • 
mastt,Tunire use win be reanicn^. 

* Seme special audeer awnrial (mch 
as urmium henflueridd. 


Note 12. Bencfitf due 
and payable 


ianalit duo and poyaWa 
oiofSaplaffibarM 


(In bOIsoos af ddOan) 


Fadaral OlO*Aga OTKl 
Survhrors msiranca 

2ft.i 

r— i-ia r.-^ 1 i 1 1 ■ n 11 ^ 

raoam notpnoi 
knsuronca 

(Madcora. Port A) 

16.9 

GconH to Stotas 
fafMadfcqid 

14.1 

Fadarol Supptamantcl 
Macjcol rnuonca 

104 

FadorefOboMNy 
hnsuronca 

6.2 

OttiarbanaflH 
due and poyobla 

1.9 

Totoribanaffh 
dua and payabta 

77.7 
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These amounts are benefits owed to 
the recipients or medical service provid- 
en of the above programs as of the fis • 
cal yearend but not yet paid. For a 
description of the prosrams, see the sup- 
plemental information in Section 4, un- 
der Social Security and Medicare. 

"Other Benefits due and payable" in- 
clude unemployment benefits, Black 
Lung benefiu and Railroad Retirement 
pension benefits. 

Note 13. Other liabilities 

Other llabnmes 
as of September 30 

(In billions of dollars) 

Deferred revenue 27.2 

Contingent liabiNties. 1 6.9 

Exchonge 

Stabilization Fuf>d 1 5.9 

Insurance progroms 14.6 

Accrued waaes 

ondbenenfs 12.8 

Advances from others 6.8 

Other 74.6 

Total other liobiBhes 

"Deferred revenue* is revenue re- 
ceived but not yet earned. "Contii^ent 
liabilities'’ are the estimated value of 
probable losses "Exchange Stabiliza- 
tion Fund” includes SDR certificates is- 
sued to the Federal Reserve banks and 
allocations from the International Mone- 
tary Fund. "Insurance program” liabili- 
ties include bank deposit insurance, 
guarantees of pension benefits, life insur- 
ance, medical insurance and insurance 
against damage to property diome, 
crops and airplanes) caused by perils 
such as flooding and other natural disas- 
ters, war-risk and insolvency. "Accrued 
wages and benefits" are tbe estimated li - 
ability for salaria and wages of civilian 
and conunissioned oHicen that have 
been earned but are unpaid, and 
amounts of funded leave and 


other employee benefits that have been 
earned but are unpaid. "Advances from 
othen" are amounts received for goods 
and services to be furnished. "Other” li- 
abUities include gold certificates issued 
to the Federal Reserve banks, other aau • 
arial liabilities, deposit funds and sus- 
pense accounts. 

Note 14. Commitments 
and contingencies 

The Federal Government's commit- 
ments and concingcncies include long- 
term leases, loan and credit guarantees, 
and deposit and pension insurance. 

They do not include commitments for 
loi^-term procurements. 

FASAB standanis require disclocurt 
of contingencies when a Ion is consid- 
ered to be more likely than not, but leu 
than probable, and when the amount of 
possible loss can be reasonably esti- 
mated, or when the loss is probable but 
the amount is not measurable. 

For the fiscal 3rear ended September 
30, 1997, the amount ^ possible loss 
contingencies was not at^able for con- 
solidation. Therefore, the amoxmts 
stated here represent the 
theoretical risk e^osure. However, it is 
not likely that the maximum loss will 
be incurW. 

In fucal 1998, contingencies will be 
reported using the basis prescribed by 
FASAB Statement No. 5. 

The U.S. GovemmeDt is also subjea 
to other conungencics, including Ltiga- 
tion, that arise in the normal course of 
operations. Although there can be no as - 
lurance as to the uhimaie disposition of 
these maitcn, it is managemroi’s 
opinion, based upon iniormstioD 
currently available, that the expened 
outcome of these macters, individually 
or in the ^gregate, except for the fol- 
lowup Utigatioa, will not have a mate - 
rial advene affect on the consolidated 
financial statements. 

The U.S. Court of Federal Claims 
has not yet imposed any damage awards 
painst the United States in any of the 
125 supervisory goodwill cases. How- 
ever, while it is lately that the United 
States will have to pay some amount of 
damages on the claims, the ultimate 
costs cannot be rcaimably estimated at 
this time. 
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Commitm*nh and contingencias os of Soptombor 30 
(In billions of dollars) 


Commitmena 
long-tonn loosot: 

Generol Sefvices AdministroMon 1 3.6 

U.S. Postal Service 2.9 

Other long-term looses ^ 

Total commitments 2 1 .4 


Concingendes 

Imurance: 

FOIC bonk insurance fund. 2,028.0 

FOIC sovings ossociotjon insurance fund 684.3 

Department of Veteran Affairs 24.0 

NgfHonal Credit Union Administration 2.8 

Department of Transportation 2.0 

Other insurance 32.7 

Total insurance 2,773.8 


Government loon and credi guor on lee i : 

Deportment of Housing and Urban Developmeni 447.1 

Deportment of Education 99.0 

Department of Veteran Affairs 69.4 

Smol Business Administrcition 25.2 

Export-import Bank 22.1 

Department of Agricutture 17.5 

OthcK Government loon and credit guarontees 3^ 

Total Government loon and credit guarantees 712.4 


Unodludkofed clairm: 

Department of Transportation 00.9 

Dep a rtment of Heatth and Human Services 0.9 

Other uno^udlcated dairro 25.9 

Total unadjudeoted clQirm 107.7 


Other cont in gencies 

Department of Housing and Urban Developmerst 8.3 

Other contingerscies 129.5 

Total other corttingersdes 1374 

Total contirtgeroes 3,731.7 


Total commitments and contingertcies. 


3.753.1 
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Note 15. Unreconciled 
transactions affecting 
the change in net position 

The reconciliation of the ‘change in 
net position” reqtiires (hat the differ- 
ence between ending and beginning net 
position eqtiaU the excess of cost over 
revenues plus or minus prior period ad- 
justments. The unreconciled transac- 
tions needed to bring the change in net 
position into balance net to S12.4 bil > 
lion. The three primary factors affectii^ 
this out-of-balance situation are (1) 
agency misclassification of intragovera- 
mental transactions; (2) changes in valu- 
ation of balance sheet assets and 
liabilities, which were not identified by 
agencies as prior period adjusunenu; 
and (3) timing differences and errors in 
the reporting of transactions. 

The identification and reporting of 
these unreconciled cnaiactions are a pri- 
ority projea of the financial commu- 
nity within the Federal Government. 

Note 16. Dedicated collections 

The term ‘trust fund," as used in 
this report and in Federal budget ac- 
counting, is frequently misunderstood. 
In the private sector. *uuit* refers to 
fundi of one party held by s second 
party (the trustee) in a fiduciary capac- 


ity. In the Federal budget, the term 
"trust fund" means only that the law re- 
quires the funds be accounted for sepa- 
rately and used only for specified 
purposes and that the account was desig- 
nate as a ‘trust hmd.* A change in law 
may change the hiturc receipts and the 
terms under which the fund's resources 
are spent. 

The ‘trust fund asseu” represent all 
sources of receipts and amounu due the 
trust fund regaidless of source. This in - 
eludes ‘related governmental transac- 
tions,* which are transactions between 
two different entitles within the Federal 
Government (for example, monies re- 
ceived by one entity of the Government 
from another entity the Govern - 
ment). 

The ‘intragovernmental assets" arc 
coiiq>rised of investments in Federal 
debt securities, related accrued interest 
and fund balance with Treasury. These 
amounu are eliminated in preparing 
these consolidated financial statemenu. 

The ‘consolidated asseu" represent 
only the amounts due from individuals 
and other entities ouuide the U.S. Gov - 
emment. This means that all related 
govcnuneotal uansaciions are removed 
to give a view ^ the U3. Government's 
position as a whole. 

The majority of ibe funds' asseu are 
invested in intragovernmental Federal 


Dedicated coHtctlom os of Soptombor 30 


(In billions of dollars) 

Rec^pfs 

Federol Otd Age and Survivors 
Insurance Tnjst Fund 

387.5 

Federal Oisobiity Tiust Fund 

60.3 

Hospitoi irnuronce 

Trust Fund (Medicare. Port A] . . . 

126.3 

Supplementary Mecfcd InsuroKe 
(K^icore. Port B) 

81.0 

Unemployment Trust Fund 

32.6 

Hazardous Substance 

Supertund 

t).7 

Highway Trust Fund 

25.3 

Airport and Airway Trust Fund 

4.7 

Civil Service Retirement 
ond Disability Fund 

70.4 

Military Retirement Fund. 

26.2 




Assets 


Dlibune- 

mefrtt 

Trust fund 

Lets; 

InirogoV' 

emmentcri 

Consol- 

doted 

316.4 

577.5 

577.5 


45.6 

64.6 

64.6 

■ 

137.7 

118.9 

118.9 


73.5 

35.1 

35.1 

. 

24.4 

63.1 

63.1 

- 

1.4 

5.6 

5.6 

. 

24.5 

22.3 

22.3 

- 

5.8 

6.5 

6.5 


72.7 

430.9 

430.6 

0.3 

46.1 

143.2 

143.2 

- 
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debt securities. These securities will re- 
quire redemptioa if a fund’s disburse* 
menu exceed its receipu. Redeeming 
these securities wilt incmise the Govern- 
ment’s fmancing needs and require in- 
creased borrowing ftom the public. 

By law, certain expenses (costs) re- 
lated to the administration of the above 
funds arc not charged to the funds and 
are financed by other financing sources. 

Federal Old Age and 
Survivors Insurant Trtitt Fund 

The fund provides assistance and pro- 
tection against the lou of earnings due 
to retirement or death. Tht assistance is 
in the form of money payasenu or 
medical care. The Fed^ Old Age and 
Survivors Trust Fund is administered 
by the Social Security Administration 
(SSA). 

The Federal Old Age and Survivors 
Insurance Fund k financed primarily by 
payroll taxes. The fund also leceivca ad- 
ditional income from interest earnings 
on Federal securitiet. Federal agen- 
cies’ paymenu for the Social Security 
benefiu earned by military and Federal 
civilian employees, and Treasury pay- 
menu for a portion of income taxes 
paid on Social Security benefiu. 

Federal I^sabilicy Trtut Fund 

The Federal Disability Trust Fund 
provides assist ance and protection 
against the lou earnings due to a 
w^e earner’s duabiiity. The assistance 
is in the form of money paymenu or 
medied care. The Federal Duabiiity 
Trust Fund is administered by SSA. 

The Fcderd Disability Trust Fund, 
like the Federal Old Age and Survivon 
Insurance Trtut Fund, b financed pri- 
marily by payroll taxes. The fund also 
receives a^donal income from interest 
eanungi on Federal debt sccuhtica. Fed- 
eral agencies' paymenu for the Social Se- 
curity benefiu earned by military and 
Federal civilian employees, and a por- 
tion of income taxes paid on Social Secu- 
rity benefiu. 

Federal Hospical lasuraBCC 
Trust Fund 

The Hospital Insurance Trust Fund 
finances the Hospital Insurance Pro- 
gram, which funds the cost of hospital 
and related care for individuals age 65 


or older who meet certain insured 
status requiremenu, and for eligible dis • 
abled people. The program is adminis • 
tered by the Department of Health and 
Human Services (HHS). 

The Hospital Insurance Trust Fund 
(also known as Medicare, Part A) is fi- 
nanced primarily by payroll taxes. It 
also receives additional income from in- 
teren earnings on Federal debt securi- 
ties, Federal agencies’ paymenu for the 
Social Security bcaefiu earned by mili ■ 
tary and Federal civilian employees, and 
a portion of income taxes paid on Social 
Security benefiu. 

Federal Supplcroental 
Medical Insurance Trust Fund 

The Supplemental Medical Insurance 
T rust Fund (also known as Medicare, 

Part B) provides supplementary medical 
insurance for eligible paitidpanu to 
cover medical ciprnses isot covered by 
Medicare, Part A. Tbe program b ad- 
ministered by HHS. 

The Supplemental Medical Insurance 
Trust Fund b funded by appropria- 
tions, premiums charged to eiuollect 
and inurest earned on invesemenu in 
Federal debt securities. 

Unonploymcnt Trust Fund 

The Dncaiployinem Trust Fund pro- 
tecu workers who lose their jobs 
through no fault of their own. Unem- 
ployment insurance b a unique Fed- 
eral/Sute partnership baaed on Federal 
law, which b executed through State 
law by State officials. The program b ad- 
ministered by the Department of Labor. 

The Uncmploymeot Trust Fund b 
funded primarily by taxes on employ- 
ers. However, it also hu income from 
interest earned on mvestments in Fed- 
eral debt securities and appropriations 
have supplemented iu income during pe- 
riods of high and extended unemploy- 
ment. 

Hazardous Substance Superfund 

The Hazardous Substance Super- 
fund was authorized to address public 
health and environmental threats from 
spills of hazardous materials and from 
sites contaminated with hazardous sub- 
nanccs. The fund b administered by the 
Environmental Protection Agency. 


Consolidated Financial Statements of the United States Govemment, Fiscal 1997 



137 


The Hazardous Substance Superfund 
is financed by excise taxes collected on 
petroleum and chemicals, environ- 
mental taxes from all corporations with 
income in excess of S2 million and inter- 
est earned on investments in Federal 
debt securities. 

Highway Trust Fund 

The Highway Trust Fund was estab- 
lished to promote domestic interstate 
transportation, moving people and 
transporting goods. The fund provides 
Federal grants to States for hi^way con - 
struccion and related transpofiaiion pur- 
poses. The Highway Trust Fund is 
administered by the Department of 
Transportation. 

The Highway Trust Fund is fi- 
nanced entirely by earmarked taxes on 
gasoline and other fuels, certain tires, ve- 
hicle and truck use, and by interest 
earned on investments in Federal defat 
securities. 

Airport aad Airway Trust Fund 
The Airport and Airway Trust Fund 
provides for airport improvement, main- 
tenance of the fecilkies and equipmem, 
research and alao for a portion of the op- 
eratioiu. The Airport md Airway Trust 
Fund is administered by the DejKUt- 
meot of Transportseion. 

The Airport and Airway Trust Fund 
is financed by taxes received from trans • 
portation of persons and property in 
the air, fuel used in nocKommercial air- 
craft, imemstional drpeiture taxes and 
by interest earned mi investmenu in 
Federal debt aecuritica. 

Civil Service Rcdremeat 
and DisibOity Fund 

CSRDF covers two Federal dviUan 
retirement sysumc CSRS, for employ- 
ees hired before 19t4 aodFERS, for em- 
ployees hired after 19t3. 

CSRDF is financed by Federal civil- 
ian employees' contribnbons, agencies' 
contributions on behalf of the employ- 
ees, appropriatioiu and interest earned 
on investments in Fcdcrd debt securi- 
ties. 

Military Rcdrancnt Trust Fund 
The Military Retirement Trust Fund 
provides retirement benefits for Army, 
Navy, Marine Coipa and Air Force per- 
soimel and their survivort. The fund is 
financed by DOD conuibucioiu, appro- 
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priaiions and interest earned on invest- 
ments in Federal debt tecuriiiei. 


Note 17. Fiduciary trust funds 

The fiduciary trun funds differ from 
other dedicated collections reponed in 
Note 16, in that the Federal ^vem • 
ment holds fiduciary funds on behalf of 
aonte other entity (for example, individ- 
ual, tribes and foreign governments). 

No person or group of persons hat a di - 
rect ownership interest in the monies 
held by the trust funds reported in 
Note 16. 

The U.S. Federal Government has a 
fiduciary responsibility for several de- 
posit and trust funds. The Department 
of the Interior has rfspoosibiliiy for the 
anets held in trust on behalf (^Ameri- 
can 1 Tribes and individuals. The 
fiduciary funds are held in accounts for 
approximitcly )1S tribes, 317,000 iodi- 
vidusl accounts and other fnnda, 
including the Alaska Nttive Escrow 
Fund. The asaeu held in trust for Na- 
tive Americaiu are owned by the trust 
beoeficsarici and ard not Federal assets. 
Therefore, these amounu are not i«- 
fleacd in the consolidated balance sheet 
or statement net costs. 

Fiduciary trust fund balances pre- 
sented below do not include trust land 
managed by the U.$. Government. 


U.S. GovwmmMit a> tnntM 
for Indtan fiduclory trust funds 
slotomont of choriQos 
In trust fund bofoncos 
Qi of Soptombor 30 
(unoudnod) 


(la tdllimu dollars) 


Rocoipts 

).2 

Oisbursemontv 

1.0 

Receipts in excess 
of dbbursements 

0.2 


Z7 

begrrsng of yeor 

Trust fund boknees. 

2.9 

end of year 
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United States Government 

Consolidated Stewardship Reporting 

for the year ended September 30, 1997 (Unaudited) 


The stewardship reporting section 
cf this report provides informatioa on 
certain resources entrusted to the Fed- 
eral GoTemmem and certain responsi- 
hilhies assumed by it. These resources 
md lespmuibilicies do not meet the cri- 
teria for assets and UabiUcies that are re- 
qaired to be reported in the 
statements but arc imponant to under- 
sanding the and financial 

condidon of tu Federal Govemment 
The section chit year includes informa- 
don on land not used in general opera- 
dons and on maior social insuraooe 
programs: Social Security aod Medicare 
parts A aod B. TV scope of this sec- 
tion wiU be expanded in the future. 

Hie informnoo oa socisl insurance 
SI su p p km eoted by Note 16. Socisl in- 
soraooe it financed through cmac funds, 
and Note 16 provides genml infonna- 
doo about the nature « dedicated col- 
lecdons sod trust funds in the Federal 
Government and qMcific infonnadon 
about the receipts, disbursemnu and 
asMCi of the largest funds with dedi- • 
cased collections. 

Stewardship land 

Stewardship land is land owned by 
the Federal Govenunent not used in, 
or held for use in, general govemment 
KTvioes. Therefore, excluded horn stew- 
ardship lands are lands used as part of 
gener^ govenunent operations (e^ 


military bases and the Tennetsec Valley 
Authority), and lands administered by 
the Bureau of ladtao Affaui held in 
trust on 1**1>*1^ of the Indians. 

The majority of stewardship Isad is 
“public dofflsitt” land — chat ia, large ar- 
eas of cerricory acquired by the nation 
betwe en 1711 aod 1167. All areas of 
the *»**«*^ ocher belong- 

ing to the original 1) colonies and the 
state of Texas were acquired as public 
domain. During rk» Federal 

Govemment acouirad land equal to 
79.4 percent of tne surrent acreage of 
the United States, "f— ***»«*g a tot^ of 
ttS.t million. 

Bureau of Land Management 
The Bureau Land Management 
(BLM) is responsiUe for a va- 

riety of taod types. BLM subdivides 
their management reiponaibilicy into 
five primary land cypea: (1) rangeland; 

forest Ittd; ()) riparian and wet- 
lands: (4) aquatic aresa and 00 other 
habitat and tvastelanda 

Rangeland is land on which the na- 
tive vcgccacioo is predominatdy 
grasses, grass-Ukc ^Uau, foibs, or 
shrubs nutable for grazing or browsing 
use. Rangelands include lands revege- 
caced eitl^ naturally or iitificially to 
provide a forage cover chat ia managed 
like native i^getation. Rangrihods in- 


United Statei Government stewardship land as of September 30 
(la mUlions of acres) 

Totab 

Buraou of 

U.S. nih Lond 

114. Sores! NoHonol ondWBdBle Martoge- Total by Percontof 
Pred om lnota kind use Service Pork Service Service meni type of use total 


Bureau of Land 

Mar>agermnt land. . 25? .0 25? .0 41% 

Not'ior^ wildlife 

refuge 67.4 67.4 11% 

NafkxKrf parks 4?.4 4?.4 6% 

Notionof forest 1534 153.3 25% 

NoKotkiI grassland .. . 3.6 3.8 1% 

Wilderness area 34 .7 28.0 __ 20.7 5^0 68.4 1^ 

Total acres 1?14 264.0 621.3 100% 
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elude oatural graulande, iivanDahi, 
slirubljAds, mon descrti. tundr*, al* 
pine communities, coinal marshes and 
wet meadows. Rangelands total U5 
million acres, inclu^g S million acres 
in the Alaska Reindeer Range. 

Foren land encompasses appioii* 
mately 11 acres. About 7 mil* 

Umi seres are in Alaska, with 4 
million more in the 11 weaum states. 
These forested lands are of great vari* 
ecy and include black and i^te 
^ruce in Alaska; aspen, lodgepole 
pine, pondcrosa pine, interior Douglas 
nr, ind associated species oi the Inter* 
moumsin West; the pittyoo<junipcr 
woodlands of Crest Batin a^ 

Southwest; and the Dou^as fir, hem* 
lock, and cedar forests o< wotcra Ore* 
gon sad noftkem Califomin 

Riparian are« ade lands atfiacent to 
creeks, streams, lakes, and riven total* 
113,000 miles in lestfch and 7 mil* 
Um acres in area. Tksae areas, 

scarce water and vegeiatioo 
in the ocherwiae arid western United 
States, are unportam to fish and wild* 
life ^edet, at wdl aa m liveatock. 

Since they fiker the water flowing 
thnoA them, rip«riao*wetlastd areas 
can enca the bcehk cd the entire ww 
tersheds. Wetlands are artaa 
or tanuated by surface or ground 
water at a frequency and duration luffi* 
cient to siq>poit ve|ctation that is Typi- 
cally adapted for Utc m lacurated toil. 
Wetlands include hofS, marshes, shal- 
lows, muskcfi, wet mead ow s , e 


and riparian aresa. Wetlands total li 
sttillioo acres. 

Aquatic arem are areas ^ wscer 
flow or standiag wmer thm include 
about 4 miDkin acra of lakes and reasr 
votri. Thoe waten contain a wide rari* 
ecy of ayiark spe^ that ranee from 
rare residsac medca, such as ^ dasert 
pupfiih to rniiinprfri and ihrcmcaed 
anadromom apedca, such as iceelbead 
and chinook salmon. 

Wastelands are areas that generally 
do not provide forifc in sufitocai 
amouttu to -min wiidife or graaing 
■nimaU. land catagery includes 
such arms as mouarain tops, ^acters, 

H mouataias, sand dunes, playia, 
hoc, dry dcasra and other similar arem 
toulii^ 20 millioc acres. 


U.S. Forest Scrrioc 

The U5. Forest Service hat the re- 
sponsibility for the maosgement of 


191.1 miUioo acres of Federally owned 
lands (or the sustained use of outdoor 
recreation, range, timber, watershed, 
and the management of w ildlif e and fish. 

Forest land contains 155 named na- 
tional forests. Within the national for- 
ests, livestock graxing for cattle, bones, 
sheep and goau was pennined on over 
103.4 million acres of rangeland. The 
Forest Service told 4.0 bilLon board-feet 
of lumber and supervised the harvest of 
3.3 billion board-feet of lumber in the 
fiacal 1997 and reforested 0.3 million 
acres primarily erith genetically im- 
proved iffiflinn 

WildemcuTand contains >4.7 mil- 
lion acres in 44 stases, Puerto Rico and 
the U.S. VirgiD IslsnHi, and it served by 
33,000 miles of trails. 

The Forest Sesvice slso manages 20 
named grasslands on 3.1 seres 

and aboiB 4,341 miles of the wild and 
scenic river system. 

U,5. Fish aad Wildlife Scnrice 
The U.S. Fish and Wildlife Service 
hm the respoAiihility for the manage- 
mem of It.l acres of Federally 

owned lands held primarily (or wildlife 
conaerviiioo. h h« four goals: (1) to 
preserve, restore, and enhance in their 
natural ctusvuems all tpedcs of 
and plants that are endangered or threat*' 
cned with becoming enda^red; (2) to 
perpenme the migratory bi^ resource; 
(3) to prewrw a osturtl diveniry and 
■bundiuice of fauna and flora and (4) to 
provide and undemanding and apprecia- 
tion of fish and wildlife ecology, and to 
provide refuge visitors a safe, whole- 
some and cnjoyahlc recreational experi- 
ence oriented toward wildlife. 

The U3. Fiab and Wildlife Service 
subdivides hs management responsibil- 
ity into the foOowiiig categories: 

* National wildlife r efoges -512 sites on 

67.4 KTcs and 

* Wildcmcas areas>362 sites on 20.7 mil 
lion acres. 

The scrricc also manages eight wild 
and scenic rivers totaling 1,390 oailes in 
length. 

National Park Service 

The National Park Service has the re* 
^onsihilicy for the management of 77.4 
million acres of Federally owned lands, 
acTcs designated 
as wilderness, the purpose of which is 
to conserve the scenery, nature, historic 
objects and the wildlife therein for the 
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enjoyTiient of the public and future gen- 
erationf. 

Ocher types of park ami include: 
national riven, parkways, national lake- 
shores, historic parks, scenic trails, wild 
and scenic rivers, military parks, re- 
serves, banlefields and other parks. 


Summafy of acreage 

(In millions of acres) 

Typo of portt oroa Aeroogo 

Notional porks 49.4 

Notional preserves ... 21 .4 

Notional recreation 

areas 3.3 

NatkxKil 

monuments 1,7 

National seashores ... 0.5 

Other park areas 

Total oaes 77.4 


Stewardship responsibilities 

Social Security 

The Social Security Act was enacted 
in 1935 and included, among ocher ele- 
ments, programs providing benefits for 
retirement. 

Two trust funds have been estab- 
lished by law to account for the OASI 
and the DI programs. OASI pays retire- 
meat and survivors beoefici and DI 
pays benefiu after a worker becomes 
disabled 

Revenue to OASDI conrisu of taxes 
OB earxufigi that are paid by enmloy- 
ees, their employers and the seli-era- 
ployed. OASDI also receives revenue 
from the taxation of pan of Social Secu- 
rity benefits. Revenues that are not 
needed to pay current benefits or ad- 
miniscrauve expenses are invested in 
fecial issue U.S. Government securi- 
ties guaranteed es to both principal and 
iiucrcn and backed by the full faith 
and credit the U5. Government. 


The Board of Tnmees of the OASI 
and DI Trust Funds provides the Presi- 
dent snd the Congress with shon-range 
(10 year) and toag-range (75-year) actu- 
arial estimates of each trust fund in its 
annual report. Because of the inherent 
uncertainty in estimates for as long as 
75 yean into the finurc, SSA Trustees 
use three altemstive seu of economic 
snd demographic assumptions to show 
a range of possibilities. Assumptions 
are made about many economic, demo- 
graphic, and pr^rammatic factors, io- 
clu^g grou domestic produa, 
eamii^s, the Consumer Price Index, un- 
eo^loivment, fertility, immigration, 
mortamy, and disab^ty inewnts and 
terminitioa. The assumptions used in 
the table below, generally referred to as 
the intennedixte assumption, reflect the 
best cstimau of expected future experi- 
ence. 

The present values of actuarial esti- 
mates have been eomptned as of the be- 
ginning of the valuctioit period, 
September 30. 1997. The expenditures 
consist of the sum of the present value 
of all estimated paymenu during the 75- 
year valuenoa period, and the comribu- 
cioiu coiuiit ot the sum of the present 
value of all estimated nort-interest in- 
come during the period. The estimates 
have been prepared on tbe basis of the 
financing method regarded by both the 
Coogreu and the trustees of the trust 
fun^ as the appropriate one to use for 
social msunnee programs— namely that 
future workers m covered by the 
program as they enter tbe Isbor force. 

Under current legisIaiioD and using 
intermediate assumptions, the DI trust 
fund and the OASI iron fund are pro- 
jected to be exhattfted in 2015 and 2031 
respectively. Combined OASDI expen- 
ditures will exceed current tax income 
beguiling in 2012, and they will exceed 
cow current income ^eluding current 
interest income) for calendar yean 


Social Security present value (PV) actuarial estimates for tbe 
period of 75 years into the future, beginning September 50, 1997 
^ trillioiu of dollars) 


PV of actuarial contributions to the year 2072 . . . 
PV of actuarial expenditures to the year 2072 . . . 

PV of future resources needed 

Net assets of Social Security 
(os of September 30, 1997) 


OASI 

DI 

OASDI 

15.3 

2.5 

17.8 

18.2 

JLl 

21.3 

2.9 




p-i 

.. 0.7 
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2019 and later Thua. current tax in- 
come plus a portion of annual interest 
income will be needed to meet czpcn* 
dinires for the years 2012 through 
2018- Thereafter, in addition to cur- 
rent tax income and current interest in- 
come, a portion of the principal (Le., 
combined OASDI aaaeu) will be 
needed each year until the trust fund 
assets are totally exhausted in 2029. At 
chat point, current tax income will be 
sufficient to pay approximately 7S per- 
cent of the beoefiu due. 

Medicart 

Revenue to Federal Hospital Insur- 
ance Trust Fund (HI*Me^care, Part 
A) consists of taxes on earnings that 
are paid by employees, their enmloy- 
era, and the selt-employed. HI aim re- 
ceives revenue from past of the 
taxation of Soda! Scci^cy benefits and 
from interest on its investments. Reve- 
nues that are not needed to pay cur- 
rent benefits or administrative 
expenses are invested in ^ccial issue 
U.S. Government securities guaran- 
teed as to both principal and interest 
and backed by the full faith and credit 
of the U.S. GovemmenL 

HI (Medicare, Part A) has an aenur- 
ial deficit of MUion as com- 

puted 25 yean (to calendar year 2022) 
into the future. U includes the book 
value of assets as of September 30, 

1997, and the present value of various 
program income items expected to be 
received through the year 2022, less; 

(1) the present vahie ^ outlays 
through the year 2022, claims in- 


curred to October 1. 1997, but unpaid 
as of that date, and (3) any administra- 
tive expenses related to those claims. 
Under ctirrent legislation, incorporating 
the changes from the Balanced Budget 
Act, and using intermediate assump- 
tions from the 1997 trustees report, 
Medicare, Pan A is projeaed to be ex- 
hausted in 2010. 

The Federal Supplementary Medical 
Instuancc Trust Fund (SMI— Medicare, 
Pan B) benefits and administrative ex- 
penses are financed by monthly premi- 
tuns paid by Medicare beneficiaries and 
additional contributions by the Federal 
Government. The Omnibtu Budget Rec- 
onciliation Act of 1990 sec specific 
monthly premivun levels for five calen- 
dar yean beginning in 1991. The 
monthly premium in calendar year 1997 
covered 25 percent of the SMI pro- 
gram's estimated 1997 cost. 

The Federal Supplementary Medical 
Insurance Trust Fund SMI— Medicare, 
Part B) has a surplus of $29,237 billion 
which repreaenu the amount of the esti- 
mated book value of the trust fund as* 
icu at of September 30, 1997, lets 
unpaid ben^its and related administra- 
tive expenses. 

The Federal Accounting Standards 
Advisory Board is considering adding 
three other social insurance pn^rams 
for presentation in funut consoUdated 
statemenu as stewardship rcsponsibili- 
tia: the Railroad Reuremem Trust 
Fund, the Black Lung Trust Fund and 
the Unemployment Insurance Program, 


Medicare, Part A, present value estimates for the period of 
25 years into the future, beginning September 30 


(In billions of doUan) 

PV ot actuonol contnbutiorts to the year 2022 2.432.8 

PV of actuarial expenditures to the year 2022 4,278.1 

PV of future resources needed 1»845.3 

Assets in Medicare Trust Fund 1 18.9 

Medicare Part B, estimates as of September 30 

(In billions of doUan) 

Total trust furxl assets 35. 1 

Total unpaid benefits 6.0 

Excess of Trust Furxl ossets over unpaid benefits 29.1 
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United States Government 
Consolidated Supplemental Information 
for the year ended September 30, 1997 

Reconciliation of the changes in net position 
to the deficit on the budgetary basis 
for the year ended September 30 
(Unaudited) 

(In bUlioiu of dollars) 


Change in net position -2.6 

1lmb>g and ether dWerencet In the recognttfon or 
meosurement of revenue: 

Earned revenue - 1 02.0 

Non-exchor>ge revenue -3.2 

Other eorr>ed revenue ; -11.6 

Timing and other dlfferencei In the recognition or 
measurement of cosh 

Defense -18.6 

Human resources -34.3 

Physical resources 123.3 

Interest 2.1 

Other functions 37.4 


Non-recurring items: 

Urveconciled transactions affecting the change , 2 1 

In net position — =- 

Deficit (•) for the year on the budgetary basis •21.9 


Consolidated Finaacial Statwneati of the United States Gover nm ent, FtKal 1997 



144 


66 


SupplementAl Tjftbk and Appoidix 


Appendix: List of significant 
U.S. Government entities 
included and entities 
exclud^ from these 
Consolidated Financial 
Statements 

Thes£ fiaaada] sinemeou include 
the atecutive, letubtive lad judicial 
branches of the Fedrr^ Government. 
Excluded from this ctmsolidated finan- 
cial statement arc privately owned 
Government ^naored enterpmes 
stich as the Fe^ral Home Lo^ Banks 
and the Federal Nationd Mortp^e As- 
sodstion. The Federal Reserve Synem 
is also excluded because orpnizations 
and functions penaini&| to monetary 
policy are traditionally sepanu ^m 
and independent df the 'ocher central 
Government orpnixacions and func- 
tions. 

Sifoificant cocicies included in this 
oonsolidadoo 

Executive Office of the Presidcsn 
Office of Manspmem and Budf et 
D^nrtment of Apicultuic 
Depemnensof Commerce 
Dqiercmeat of Defease 
Depemnent of Education 
Department of Enerp 
Dqnrtmenc of Keahh and 
Hunun Services 
Dcptrtmeni of Housin( and 
Urban Development 
Deparuaeot of the Interior 
Oqwruncnt of Justice 
Deparunem of Libor 
Department of State 
Depertmeat of the Air Force 
Depertaaent of the Army 
Department of the Navy 
Deparemeot of the Treasury 
Depafcment of Transportation 
Depafxmem of Veterans A&in 
U.S. Foetal Service 

Apocy for latematiooal Development 
Central IntcU^occ Afcncy 
Commodity Credit Corporation 


ComjDodny Futures Tradint 
Commiuion 

Corporation for Public Broadcasting 
Environmental Proteaion Agency 
Export-Import Bank of the United Suces 
Farm Credit Administration 
Federal Communications Conunission 
Federal Deposit Insurance Corporation 
Federal Ernergency Management Agency 
Federal Trade Commiision 
General Services Administration 
National Aeronautics and 
Space Administration 
National Archives and 
Records Administration 
National Credit Union Administration 

National Transportation Safety Board 
Office of Pcfsonncl Maoafoment 
Pesuion Benefits Guarantee Corporation 
Securities and Exchange 

Administration 
Smithsonian Instmiuon 
Sodal Security Administmion 
Tennessee Valley Authority 
U-S. Nuclear Regulatory Commission 
U.S. Army Corps of Engineers 
U.S. Information Agency 
Other boards and commissions 
Library of Congress 
Coveramcni Printing Office 
General Accounting Office 
Congressional Budget Office 
Other legislative and judicul (cash 
transactions onl)^ 

Si^pificant entitio excluded from 
thjj consolidation 
Federal Reserve Banks 
Board of Governors 
of the Federal Reserve System 
Farm Credit System 
Thrift Savinp Plan 
Federal Hmne Loan Banks 
Finanong Corporation 
Freddie Mac 
Fannie Mae 
SallieMac 

Resolution Funding Corporation 
Army and Air Force Exchange Service 
Navy Exchange Service Command 
Marine Corps Exchange 
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OVERSIGHT OF THE INTERNAL REVENUE 
SERVICE: THE COMMISSIONER REPORTS TO 
CONGRESS 


WEDNESDAY, APRIL 15, 1998 

House of Representatives, 

Subcommittee on Government Management, 
Information, and Technology, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2154, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representatives Horn, Davis of Virginia, and Kucinich. 

Staff present: J. Russell George, staff director and chief counsel; 
Mark Brasher, senior policy director; John Hynes, professional staff 
member; Matthew Ebert, clerk; Mason Alinger, st^ assistant; and 
Faith Weiss, minority counsel. 

Mr. Horn. The Subcommittee on Government Management, In- 
formation, and Technology will come to order. 

Each year on this day, April 15, the Internal Revenue Service 
holds individuals accountable for the accurate reporting of their tax 
liability. It is fitting that today we hold the IRS accountable as 
well. In past years, this subcommittee has held similar hearings 
and heard reports of mismanagement at the IRS ranging from its 
inability to provide reliable financial information to poor debt col- 
lection practices. I am pleased that the IRS has made great 
progress in allowing its auditors to render, for the first time, a 
clean opinion on its financieil statements. 

We know that a lot more remains to be done. Today, we’ll discuss 
with Commissioner Rossotti his plans to revamp the Internal Reve- 
nue Service’s organizational structure. We will review the results 
of the most recent financial audit with the General Accounting Of- 
fice. In addition, we will hear from several witnesses that represent 
taxpayers on their views on improving the Internal Revenue Serv- 
ice’s management. And it’s a pleasure to welcome Commissioner 
Rossotti in his first appearance before this subcommittee. 

Last year, I wrote the President and asked Mrs. Maloney, the 
then ranking Democrat, to join me in that, and we said, “Mr. Presi- 
dent, in essence, we have had some wonderful tax accountants. 
We’ve had some wonderful tax lawyers. Why don’t you get some- 
body that has run an organization and been an executive?” And I 
must say I’m delighted with the President’s choice. Secretary 
Rubin’s choice, they made an outstanding selection in the gen- 

( 147 ) 
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tleman that we have before us. Fd like to defer to my colleague, 
Tom Davis of Virginia, who will introduce Commissioner Rossotti, 
whom he’s known for a number of years. 

Mr. Davis of Virginia. Thank you, Mr. Chairman. It’s really a 
pleasure to be here. Charles and I talked about this before he took 
the job on. He’s been, his company, AMS, of which he cofounded, 
he was chairman of the board and CEO prior to being named head 
of the Internal Revenue Service. He’s a graduate of Georgetown 
University and has a MBA from Harvard, and he was a former 
Pentagon wiz kid. But most of all with his company, AMS, which 
is headquartered in Fairfax, VA, he understands information tech- 
nology. He understands the changing role of technology, and he un- 
derstands how you treat customers, which is something the IRS 
has not had a great historic track record for an 5 rthing that they can 
brag about. 

I’ve read his testimony today and I’m very impressed with the di- 
rection the Service is going at this point. I think sometimes there 
comes a man for the times, and when it’s a difficult time, a transi- 
tional time, this is what it is for the Internal Revenue Service, and 
I think not only with Mr. Rossotti’s business background and his 
success there, his understanding of information technology and its 
changing roles as we deal with the computer systems at IRS, Y2K 
problems and other priorities, his understanding of the needs of the 
customer, but most of all his integrity that he has shown with a 
long distinguished career in business. He has been universally re- 
garded as a pillar of integrity in the business. This is the man to 
lead the IRS in a very difficult time. 

So I’m very proud to have him as a corporate constituent in Fair- 
fax, even though he technically lives in the District of Columbia, 
and also in the part of the job he is doing and look forward to hear- 
ing from him today. 

Mr. Horn. I thank the gentleman. Commissioner, we have a rou- 
tine in subcommittees of Government Reform and Oversight. If you 
and Mr. Musick will stand and raise your right hands. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that both gentleman have affirmed 
the oath. 

Mr. Davis of Virginia. Mr. Chairman, I just note that I had to 
swear to the IRS yesterday as I signed my returns so it’s kind of 
turnabout here. 

Mr. Horn. Gee, I’m surprised by that. Commissioner, it’s all 
yours. We’re delighted to have you. 

STATEMENT OF CHARLES O. ROSSOTTL COMMISSIONER, IN- 
TERNAL REVENUE SERVICE, ACCOMPANIED BY ANTHONY 

MUSICK, FORMER CHIEF FINANCIAL OFFICER, INTERNAL 

REVENUE SERVICE, CURRENT DEPUTY CHIEF FINANCIAL 

OFFICER, DEPARTMENT OF COMMERCE 

Mr. Rossotti. Mr. Chairman, thank you, and Congressman 
Davis, thank you for that introduction. Every time I hear these 
kind words, it makes me lose even more sleep because I worry if 
I can live up to this. But we hope 2 years from now, after the turn 
of the year 2000, that we’ll still be back here and beginning with 
those fand of comments. I do welcome the opportunity to testify 
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and speak also with respect to the GAO audit of our 1997 custodial 
financial statements. 

Since I became Commissioner, I have tried to make clear my pri- 
orities for the IRS which are to shift the entire focus of the agency 
from one which focuses solely on conducting our own internal oper- 
ations, to one which puts far more emphasis on trying to see things 
from the point of view of taxpayers, emphasizing service and fair- 
ness to taxpayers. I would like to just very briefly lay out first my 
concept of how we have to go about modernizing the IRS in order 
to achieve these kinds of goals. 

Let me say, though, at the outset that the restructuring legisla- 
tion which is currently before the Senate is extremely important to 
our ability to carry out some of the changes that I think we need 
to do, and in particular, some of the increased flexibility in the per- 
sonnel area. 

I think that one of the important things I’m going to mention 
that we need to do is to streamline the roles and responsibilities 
of managers in the IRS, and we’re going to have to enrich the exist- 
ing internal executive group with some selective hiring from the 
outside. The legislation will be very important enabling us to do 
that. 

I’ve outlined five basic areas where we need to modernize the 
IRS, and I think all five of them go together and are important. 
The first one is to really rethink all of the business practices that 
we conduct at the IRS, so that we can shift the focus toward under- 
standing, solving, and maybe preventing taxpayer problems much 
earlier in the cycle so they don’t get far downstream and cause se- 
vere problems for taxpayers very late in the process. 

Part of this is to look at the particular problems of particular 
groups of taxpayers that have common needs. It’s a big country. 
There is a lot of different kinds of taxpayers, and if you look at col- 
lege students, senior citizens, and small businesses, they’re very, 
very different, and we need to tailor our practices to serve each 
kind of customer. 

Second, we do need to rethink the organization’s structure so 
that we can have clearer responsibility for serving each of these 
segments of taxpayers. I think one of the things that we need to 
do there is to reorganize so that each unit has end to end, as I call 
it, full responsibility for serving a segment of taxpayers such as 
small businesses. 

The third thing is we do need to streamline internally and to cre- 
ate fewer layers of management and to define management roles 
with much clearer responsibility and accountability. 

The fourth area is in measuring organizational performance so 
that we get what we really want, and we measure what we really 
want, and balancing customer satisfaction, business results, em- 
ployee satisfaction, and end productivity. It is important that our 
employees be measured by what we actuedly want them to do, and 
a big part of that is serving taxpayers helpfully and productively. 

And of course the fifth and reailly huge area is technology. IRS’ 
current computer systems simply cannot support the agenc^s mis- 
sion and go^s. We really very much need to upgrade our 20- and 
30-year-old computer systems. Building systems, of course, to sup- 
port the old business practices and the old organization will not 
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work either. So the organizational changes and the technology 
changes go hand and hand. 

I’m pleased to say that the recently issued technology moderniza- 
tion blueprint and some of the changes that have been made within 
the CIO organization, do provide the beginning of a basis for man- 
aging our new technology. 

Mr. Chairman, we have engaged the consulting firm of Booz- 
Allen & Hamilton to help us validate these changes, especially the 
organizational changes, and to define in more detail the risks, the 
costs, and the impacts. We will be reporting in more detail when 
that study is complete, hopefully this summer. 

I think that the restructuring legislation and the changes that I 
have proposed to make it work provide a compelling case that the 
President’s fiscal year 1999 budget, as requested, be approved. This 
will enable us to make a start on improving customer service and 
technology, as well as provide an initial $25 million to begin the 
modernization of the organization. 

And, of course, Mr. Chairman, before any of these improvements 
can really be realized, we absolutely must deal successfully with 
the century date change problem, so that our computer systems can 
continue to operate successfully after the turn of the century. 

Now, let me just turn briefly to the financial audit. I must say 
that, not with any help from me, because I was not even here for 
most of the time when this work was done, but nevertheless I’m 
very happy that, as you mentioned in your introduction, the IRS 
did receive from GAO an unqualified opinion on the 1997 fiscal 
year custodial financial statements. I’m ^so pleased to report that 
the Treasury Inspector General gave a similar clean opinion on the 
1997 administrative financial statements. 

I think that this success does reflect the commitment of the orga- 
nization to Congress and specifically to the subcommittee to im- 
prove financial management in the IRS and to hold ourselves to 
the same standards expected of taxpayers. As GAO has indicated, 
however, and I must say I agree with this, this excellent result was 
achieved because of a very special effort on the part of the IRS fi- 
nancial staff and operating staff, not because we have the basic 
systems that we need to really support modem financial manage- 
ment in our tax system. This is one of the reasons why we do need 
to not fall through on the modernization blueprint. 

I will confine myself to those general comments, Mr. Chairman, 
on the financial statements because I have had to recuse myself 
from detailed involvement with this matter because of a potential 
conflict of interest with my former company. So I will leave my col- 
league, Mr. Musick, who is actually the one who did all the work 
anyhow to comment further on the financial statement matter. 

In conclusion, let me just say that although budget dollars are 
essential, money alone is not going to solve the problems of the 
IRS. We’re going to have to follow through on a comprehensive 
modernization plan, which includes organizational and techno- 
logical modernization, as I’ve indicated. I do believe, though, that 
there is a new day at the IRS in the sense that we are opening a 
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new part of the history of the organization, and each day we push 
forward the process of change a little further. TTie restructuring 
legislation and the other support that we’re getting from Congress 
will very much help us with this. 

Thank you very much Mr. Chairman. 

[The prepared statement of Mr. Rossotti follows:] 
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STATEMENT OF CHARLES O. ROSSOTTI, 
COMMISSIONER OF INTERNAL REVENUE 
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT, INFORMATION AND 

TECHNOLOGY 

HOUSE GOVERNMENT REFORM AND OVERSIGHT COMMITTEE 
APRIL 15, 1998 


Mr. Chairman and Distinguished Members of the Subcommittee: 

I welcome this opportunity to examine organization and management options for 
the IRS and to report on the results of the General Accounting Office (GAO) audit of 
IRS’ fiscal year 1997 custodial financial statements. 

MODERNIZING THE IRS 

Since I became IRS Commissioner, I have made clear my priorities for the 
agency. I have heeded the call to action sounded by both taxpayers and the Congress 
to modernize the IRS and shift its focus to service and fairness to taxpayers. I want to 
lay out briefly my concept of IRS modernization. 

Mr. Chairman, let me say from the outset that enactment of restructuring 
legislation with increased flexibilities in personnel is critical to the strategic vision I am 
about to describe. If we are to maximize our efforts to transfomi the IRS into an 
efficient, modem and responsive agency, I must have the ability to recruit and retain a 
top-notch leadership and technical team. 

Five Key Elements 

We will reach our goals of service to each and all taxpayers through changes in 
five key areas, each complementing the other. These five areas, along with the goals 
and guiding principles are summarized in Chart C. I will give a brief summary of the five 
key elements. 

I. Revamped IRS Business Practices That Will Focus on Understanding, Solving and 
Preventing Taxpayer Problems 

Each of the IRS' business practices, from customer education to filing assistance 
to collection, holds great promise for improvement. We must better understand 
taxpayers' particular problems and continuously focus on solving them. In most cases, 
there are close parallels in the private sector upon which we can draw. 

Just as companies develop specific marketing programs to meet customers with 
specific needs, so must we adapt our services to conform to the needs of particular 
groups of taxpayers. Instead of the historic "one size fits all” agency, we should tailor 
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publications, education, communications and assistance programs to taxpayer groups 
with certain needs. College students and seniors are but two examples. This should 
dramatically improve service to taxpayers as well as our internal productivity. 

The IRS can also take a cue from the private sector when additional money may 
be due and collection activity is required. Arrd that cue is early intervention. 
Unfortunately, more often than not, the agency reacts to rather than anticipates 
problems. Today, 90 percent of the active IRS collection activity is on accounts more 
than six-months old. 

This is the reverse of private sector practices. There are two proven keys to 
effective collection. First, identify as promptly as possible customers who may present 
a risk of non-payment. And second, work out a payment program that addresses the 
individual probl^ of the customer. The rewards are two-foM. This early intervention 
helps both the customer and the collecting agency, and minimizes the need for 
enforcement actions. 

II. Organizational Stmctune Built Around Taxpayer Needs 

The present IRS structure does not allow its managers to know about and take 
action on major taxpayer problems. Its structure also inhibits modernizing business 
practices and technol^y needed to achieve our goals. The principal IRS organization, 
as shown in Chart A, is built around 33 districts and 10 service centers. The mission of 
each of these 43 units is to serve every kind of taxpayer, large and smaH, with simple or 
complex problems. Mr. Chairman, the present structure is much too complex, and 
accountability is for too weak. 

Once again, I believe we can import sensible organizational practices from the 
private sector to better serve our customers, the American taxpayers. As shown in 
Chart B, one potential way to organize the IRS is to rfivide it into four units, each 
charged with top-to-bottom responsibility for serving a group of taxp 2 iyers with similar 
needs. 


The four units could be: (1) the 100 million filers made up of the approximately 
140 million taxpayers, who have only wage and investment income; (2) small 
businesses, including sole proprietors and small business corporations; (3) larger 
businesses; and (4) the tax exempt sector, including employee plans, exempt 
organizations and state and local governments. 

These units could replace the IRS’ four regional offices and a substantial part of 
the national office. This would free up the national office to devote its time and 
resources to its primary mission of oversight and broad policy. 
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III. Management Roles with Clear Responsibility 

Under the structure I just described, the management teams for each of these 
unKs will become experts on the needs and particular problems of their customers. And 
they will be held fully accountable for achieving specific goals in serving them. 

I am also describing a much flatter and leaner IRS with fewer layers of 
management. Through this streamlining process, front-line employees and first-line 
managers will more closely identify and communicate better with those with general 
management responsibility. 

For each unit, a cohesive management team will be assembled that will organize 
itself in ways that fit the needs of the taxpayers they are serving. I believe that highly 
qualified managers, from both within the IRS and from the private sector, will be 
attracted to these kinds of hands-on management jobs. 

IV. Balanced Measures of Performance 

It is essential to have measures of organizational performance that balance 
customer satisfaction, business results, employee satisfaction and productivity. As the 
National Commission on Restructuring the Internal Revenue Service rightly observed, it 
is important to develop a measurement system that influences employee behavior in a 
positive way. We should create a system that does not directly or indirectly cause 
inappropriate behavior toward taxpayers, but rather one that fosters customer service. 

Mr. Chairman, the establishment of management teams with clear responsibility 
for serving the four groups of taxpayers will for the first time help make it possible to 
develop realistic and meaningful measures of organizationai performance in the areas 
of customer satisfoction and overall compliance. They will help eliminate the problem 
that has plagued the IRS for decades, namely the use of "enforcemenf’ results as a key 
measure of success. 

All IRS measures of performance are being reviewed in light of our goal of 
transforming the IRS from an internally focused organization to one which views itself 
from the taxpayer’s perspective and eliminates the use of all enforcement statistics for 
measuring organizational performance. We have a task force working on this problem, 
and we expect to engage expert outside consultants to assist in this task. We expect to 
have interim results to use for measuring performance during the next fiscal year. 

These measures will buikJ on some of the measures included in our FY 1999 budget 
submission. 
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V. New Technology 

It is clear that IRS’ computer systems cannot support the agency's mission and 
goals. They are a major impediment to our ability to modernize business practices. But 
while new technology is desperately needed at the agency, we must be cautious. 
Building new computer systems to support old business practices and a complex 
organizational structure will simply not work. 

The Restructuring Commission concluded that information technology should be 
used to enable the IRS to achieve its strategic objectives, not to drive them. I fully 
concur. The technology modernization blueprint and the new Chief Information Officer 
organization provide an excellent basis for managing our new technology. The 
revamped business practices and the new organizational structure I described will also 
lay the foundation for completing and implementing the modem systems envisioned in 
the blueprint. 


RESTRUCTURING LEGISLATION 

IRS reform legislation In the Senate is consistent with the organizational 
modernization that I have proposed, especially in the fundamental shift towards 
improved sen/ice and fairness for taxpayers. I believe that any proposed legislation 
should be seen within that context. Some of the taxpayer bill of rights provisions will 
also require significant changes to computer systems. As the Senate moves toward 
floor action and In the potential conference that will follow, it is important that we work 
together to develop effective dates for these provisions that are feasible in light of 
Century Date Change and other tax law requirements. 

Assuming that workable dates can be developed, we should be able to make the 
proposed changes within the limits of the FY 99 budget as now submitted. The 
restructuring legislation does, however, make an even more compelling case that the 
FY 1999 IRS budget amounts requested be approved for technology and customer 
service improvements, as well as for the $25 million for organization modernization. 


FINANCIAL MANAGEMENT 

For the first time since the Chief Financial Officers Act became law in 1990, GAO 
has given an unqualified — or “clean" — opinion on the reliability of the IRS’ Fiscal 
Year 1997 custodial financial statements. I am also pleased to report that the Treasury 
Inspector General has given a “clean" opinion on our FY 1997 administrative financial 
statements. Our former Chief Financial Officer, Anthony Mustek, will discuss the audits 
in detail. 
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CONCLUSION 

In a broader sense, although budget dollars are essential, money alone will not 
solve the problems feeing the IRS. These challenges will be solved by revamping the 
business structure, realigning the organizational structure, redefining management's 
roles and responsibilities, creating balanced measures of performance, and investing in 
technology that supports a modernized IRS. 

Mr. Chairman, on numerous occasions, I have said there is a new day at the 
IRS. And with each day, we push the process of change ahead even further. With the 
help of the Congress and the restructuring legislation we will reach our goals. 
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kll line operations conducted by 4 ms|or operating units, each aerving a major group of taxpayers with like needs. 

These replace 4 regions and part of NO. Technology management is centralized, 
but each operating unit Is the business owner for systems that support It. NO becomes much smaller corporate 
headquarters. Each operating unit Is internally organized differently, tailored to specific needs of Its market. 
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Mr. Horn. We thank you, and now, Mr. Mustek, if you can sum- 
marize your statement, we’ll then open it for questions. 

Mr. MusiCK. Thank you, Mr. Chairman. Mr. Rossotti covered a 
number of points that I won’t, but I think it’s important to reit- 
erate that this is the first time that the organization has received 
the clean opinion or unqualified opinion from both the Inspector 
General and the General Accounting Office on both our statements. 
We do have two sets of statements; One administrative, which con- 
trols our appropriated funds, and the other which controls our cus- 
todial funds, and that’s the tax revenues we collect. However, I 
would also like to add to what Mr. Rossotti said that receiving an 
unqualified opinion does not resolve some of the serious technology 
problems related to tax systems. These problems need to be thor- 
oughly addressed if we’re to continue making critical important fi- 
nancial mamagement in-roads. 

There are two weaknesses that the GAO identified that I think 
need to be highlighted. As the GAO indicated in its audit report, 
the IRS general ledger does not support the preparation of custo- 
dial financial statements, and the revenue systems lack a subsidi- 
ary ledger for unpaid assessments. What this means is that the 
IRS will have to continue to extract detailed data from the tax- 
payer master file and reconcile it to its old accounting system so 
that the auditors can continue to express an opinion on the reliabil- 
ity of the numbers. This is not the most effective or efficient way 
to develop financial statements for such a large organization, but 
given the existing technology. I’m not aware of another choice. 

I’d also like to point out that this problem does not exist with the 
administrative systems. Over the last few years, we have imple- 
mented a corporate financial system eliminating 8 stand-alone ac- 
counting systems, and by the end of this October it will be year 
2000 compliant. So we feel very comfortable on the administrative 
side that we can continue the success. 

I believe that the clean opinions by the GAO and the Inspector 
General do not mean that the IRS financial management objectives 
have been accomplished. They are just beginning. The problems we 
have been addressing took years to occur; therefore, they can’t be 
fixed quickly or overnight. However, I do Iselieve that the manage- 
ment attention and resources are being applied to build upon the 
current results, and that financial management in the IRS will be 
a model in government. 

Thank you, Mr. Chairman. This concludes my remarks. 

[The prepared statement of Mr. Musick follows:] 
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STATEMENT OF ANTHONY MUSICK 
FORMER IRS CHIEF FINANCIAL OFFICER 
BEFORE THE 

SUBCOMMITTEE ON GOVERNMENT MANAGEMENT, INFORMATION AND 

TECHNOLOGY 

HOUSE GOVERNMENT REFORM AND OVERSIGHT COMMITTEE 
APRIL 15, 1998 


Mr. Chairman and Distinguished Members of the Subcommittee: 

I am pleased to be here today to discuss the progress the Internal Revenue 
Service (IRS) has made in improving financial management. For the first time since 
the Chief Financial Officers Act became law in 1990, the IRS received an “unqualified’’ 
or clean opinion from the General Accounting Office (GAO) audit of the Custodial 
Financial Statements for Fiscal Year 1 997. GAO could determine the reliability of $1 .6 
trillion in revenue collected and $28 billion in accounts receivable. 

The GAO Custodial audit was just one of the financial audits being conducted in 
Fiscal Year 1997. It is important to keep in mind that the Service has two sets of 
financial statements: (1) custodial and (2) administrative and two separate financial 
processes to track funds: the revenue system tracks tax collections and the 
administrative system handles our appropriated funds. 

I am also pleased to report to you that the Treasury Inspector General (IG) has 
issued a separate report on our Administrative Financial Statements for Fiscal Year 
1997 and again, for the first time, the Service received an ‘unqualified’ or clean opinion 
on those statements. By issuing this opinion the IG could validate the financial position 
and results of operations related to the IRS' $8 billion in appropriated funds and 
reimbursements and the over $1.7 billion in total assets. 

This has been a massive and extraordinary effort by IRS employees, GAO and 
Treasury IG auditors. The success reflects our commitment to the Congress, and 
specifically to this Subcommittee, to improve the IRS’ financial management and to hold 
ourselves to the same standards for record keeping expected of taxpayers. In spite of 
the clean opinion, however, I must add a strong note of caution. Receiving an 
unqualified opinion does not resolve some of the underlying problems. The opinions 
are the beginning not the end of our efforts to improve financial management. Serious 
technology problems still exist at the IRS and ne^ to be thoroughly addressed if we 
expect to continue to make critically important financial management inroads. 
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Financial Challenges Continue to Exist with Custodial Accounts 

In its audit report, GAO cited six material weaknesses in IRS internal controls 
and credited IRS with previously Identifying these weaknesses in its annual Federal 
Managers’ Financial Integrity Act report and we are taking action to correct them. 

Two of the weaknesses identified by GAO represent a significant challenge to 
the Service and will take years to fix. As the GAO indicated in its audit report, the IRS’ 
General Ledger does not support the preparation of financial statements and the 
revenue system lacks a subsidiary ledger for unpaid assessments. The custodial 
general ledger system - the Revenue Accounting Control System (RACS) - was not 
designed to meet the requirements for audited financial statements. It was designed to 
ensure that cash is deposited in the bank and that transactions are properly posted to a 
taxpayer’s account. 

RACS does not use the Standard General Ledger nor does it capture or 
otherwise produce information to be reported in the financial statements: it does not 
classify revenue receipts by type of tax at the detail transaction level; it does not 
provide a complete audit trail for recorded transactions: and the accounts receivable 
system does not have a detailed listing (or subsidiary ledger) which tracks and 
accumulates unpaid assessments (taxes due from taxpayers, compliance assessments, 
and write-offs) on an ongoing basis. 

These basic problems will take several years to con'ect, possibly hurting in the 
short temi some of the progress we have made. However, we have worked closely in 
the development of the Modernization Blueprint to ensure that these problems and 
other financial requirements are being addressed. 

We have also made significant progress on a third weakness, computer security, 
which GAO brought to our attention in earlier reports. We have centralized the 
responsibility for security and privacy within the Office of Systems Standards and 
Evaluation (SSE) and have brought together an experience-based team to actively 
manage computer security improvements at all our facilities. The SSE is also using 
contractor support in areas where even more specialized skills can help the IRS to 
institutionalize ‘best practices.’ For example, SSE is working with a contractor to 
enhance the IRS’ emergency response capabilities, which include state-of-the-art 
practices to better recognize and prevent hostile attacks. 

In 1997, SSE did e base-line measure of computing and service centers. It also 
worked with managers and staff of the centers and support functions to develop plans 
for implementing security improvements. Approximately 40 percent of the identified 
problems have already been con-ected. 
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Since these managers and staff are key to making the necessary security 
improvements, SSE has initiated security-training efforts to enhance the skiil mixes 
needed at the centers and support functions. For 1998, training and work will continue 
at these centers and support functions. Our target is to have computer security 
corrective actions completed by June, 1999. In temns of broadening the SSE agenda, 
work began this year on base-lining the security operations of IRS’ 33 District Offices. 
An action plan to implement District Office security improvements will follow. 

The fourth weakness deals with the lack of controls over refunds. We have 
taken significant steps to improve our controls, such as: 1) reviewing all local controls 
over manual refunds; 2) implementing additional system approaches for early fraud 
identification for paper and electronic refunds; 3) creating an Electronic Filing Fraud 
Control group; and 4) testing for false claims. 

The fifth weakness involves supporting documentation for unpaid assessments. 
We hired a contractor to conduct a study on IRS documentation practices; a draft 
report is being reviewed in conjunction with this year’s audit findings. 

The final material weakness concerns the IRS’ inability to determine specific 
amounts of revenue actually collected for the Social Security, Highway and other 
relevant trust funds. The accounting information needed to make these determinations 
is not provided at the time the taxpayer remits payment — that is, the taxpayer is not 
required to provide payment breakdown by trust fund. In order to accomplish this goal, 
changes in the Internal Revenue Code would have to be made. The IRS believes that 
this is a taxpayer burden issue, not just an accounting issue. We have taken steps to 
accommodate such infomiation, if and when it is mandated, or if the taxpayer chooses 
to provide the information. 

Significant improvements in Administrative Accounting 

We are very proud of the significant improvements we have made in our 
administrative accounting system. Just six years ago, we had eight separate systems 
that were not linked to each other. Now we have a single corporate data base for our 
appropriated funds. This system provides an integrated, auditable, comprehensive 
accounting and budgeting system that fully complies with the government standards, 
including the Standard General Ledger, it collects, processes, maintains, transmits, 
and reports data about financial events; supports financial planning and budgeting 
activities; accumulates and reports cost information; and supports the preparation of 
financial statements. Additionally, we are taking steps to have the year 2000 issue 
resolved by October 1, 1998. 

Unlike the revenue statement findings, the five IG findings are more procedural 
or process related and I believe they can be resolved in the near future. These relate to 
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improving controls over property and equipment, improving year end procedures for 
accounts payable, improving procedures to identify transactions to be eliminated in the 
Department of Treasury consolidated financial statements, improving controls over 
reimbursable accounts receivable and strengthening data processing general controls. 

Actions are being taken to resolve all of these; however, because of our size it 
may take more than one more reporting period. 

Conclusion 

I have tried to describe to you the priority and significance that we have attached 
to our financial management responsibilities arid the progress we have made. As I 
stated earlier, I believe that the clean opinions given by the GAO and the IG do not 
mean that our financial management objectives have been accomplished. In fact, our 
work is just beginning. 

The problems we have been addressing took years to occur and cannot be fixed 
quickly. The revenue system will take several years to fix; however, we must also 
address the processes and the accounting issues related to revenue. 

Mr. Chairman, this concludes my remarks. I would be happy to answer any 
questions. 
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Mr. Horn. Well, we thank you. 

We will now start the questioning. There will be 10 minutes al- 
ternating between each side. The gentleman can be with us, can 
you, for the next half hour? 

Mr. Davis of Virginia. About 15 minutes. 

Mr. Horn. OK, we’ll get there. 

Let me start. Commissioner, with a couple of broad policy ques- 
tions. One that interests me is the collection strategy. I’ve noticed 
with interest that you have, and GAO, the General Accounting Of- 
fice, also has fairly good analysis of what is the possible write-off, 
what is possibly collectible, and so forth. 

Could you tell us a little bit about how you feel about where we 
are with the IRS in collecting the money in a timely way so that 
the rest of us that pay our taxes don’t have to be making up for 
the defaulters and the deadbeats. So what kind of strategy do you 
have in mind? 

Mr. Rossotti. Well, Mr. Musick said he was able to get a clean 
opinion on the financial statements, the custodial financial state- 
ments, by essentially being very ingenuous in working with some 
old systems and figuring out a way to get around the limitations 
of these, and ultimately got a result which GAO felt was reliable, 
but which was really not an appropriate long-term way to do busi- 
ness. 

I would say the same thing about the way that we collect money. 
There is a very great opportunity within the IRS using emulation 
of practices in the private sector, I think, to collect money, and now 
here I’m talking about collecting money where the debt is already 
established, not the question of examinations of returns or exam- 
ination of potential issues about how much tax liability there is. 

I’m saying given that there is a tax liability established, the 
amount of collecting it, the most basic and most important observa- 
tion that I have come across since I’ve been at the IRS is just sim- 
ply the age of the receivables that we collect. In other words, if you 
look at all the collection activity that the IRS does with its phone 
collectors and its field collectors, 90 percent of that effort is applied 
to accounts that are more than 6 months old, and many of them 
are many years old. That’s the reverse of what anybody in the pri- 
vate sector would do. 

I mean they would put all their effort on finding out where the 
risks are up front and getting into those as quickly as possible and 
only as one of a specialized kind of an effort would be applied 
downstream. 

Now why is that? Well, that gets to the basic questions of — it’s 
very analogous to issues about the financial statement. It’s not a 
simple problem to fix because it’s embedded in the organization 
structure, the business practices, in some cases regulations, and 
most importantly, the computer technology. 

I mean if you look at the IRS collection apparatus, broadly 
speaking, there are three different kinds of collection operations, 
each with its own different computer system, and its own data base 
spread over 43 different operational units, and each of those is 
charged with collecting from every kind of taxpayer from small to 
big but over every kind of taxpayer, and it’s possible that any one 



167 


taxpayer could be involved with at least three or four of these dif- 
ferent units. 

Now, it isn’t because some evil person sat down and said let’s de- 
sign an overly complex system. It just evolved like Topsy over 45 
years and each place was put in. I think there are some improve- 
ments we can make in the short term, which we’re attempting to 
do, but I think that the real answer here lies in modernizing and 
rethinking the whole thing, and really just trying to do it in a way 
that is more similar to what the private world does. 

Mr. Horn. On that point, let me ask you what is your perception 
at this point of what the IRS should do and what private collectors 
should do? Now, I’d heard in the past from some of your prede- 
cessors that, oh, gee, there is a privacy problem. I don’t see the pri- 
vacy problem; just give them the address, and give them what the 
person owes. If they have got a bone to pick with the IRS, fine. 
Then let the IRS deal with that. But it seems to me the failure has 
been, and what started us on our debt collection bill, which is now 
law, but the Ways and Means Committee has not yet applied it to 
IRS, is that they had the $64 billion possible collectible, $110 bil- 
lion written off that they had just given up on, and I just think if 
we can nip this in the bud, and I realize some are bankniptcy cases 
and this kind of thing, that we would be way ahead of the game 
in terms of what the rest of us are doing. 

Mr. Rossotti. Well, there is no doubt that there is opportunity, 
and there may well be opportunities to work with the private sector 
in a lot of respects on that and other matters. I do think, though, 
that the graft to graft as was attempted in a pilot — to sort of graft 
a private sector debt collection onto what we have got now — is only 
going to frustrate the private sector as well as the public sector. I 
mean, we really have to rethink the whole process. 

Unfortunately, it’s not as simple a problem as we might like it 
to be. I do believe, although, I mean I guess I’m an optimist or I 
wouldn’t be here, but I think the way to look at it is that there is 
a great deal of opportunity to improve the entire process if we can 
rethink it from top to bottom, and in that process there may well 
be opportunities simply to work with the private sector on certain 
aspects of this. But to just do it now as was shown is probably just 
going to frustrate everybody. 

Mr. Horn. Well, the pilot, one of them was just so phony it was 
unbelievable. They gave 5-year-old debt hoping it would fail, and 
that bothered me about that administration of the IRS. And you’re 
a fresh broom around there; you can make some choices. It would 
seem to me as a former executive myself, you can put your own or- 
ganization on it for the first 15-30 days, get the letters out, so 
forth, see what happens, but then we should move beyond that, 
and I would hope you take a very careful look at that. 

Allocation of trust funds. One of the things that’s concerned me 
over the years is when the trust funds come in on the highways, 
on the Social Security, on Medicare, they really sort of sit around, 
and they don’t get allocated specifically to a trust fund until a for- 
mula is applied sometimes weeks or months later. Have you had 
a chance to look at that question? 

Mr. Rossotti. Only generally. I think I’m going to ask Mr. 
Musick to answer that one. 
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Mr. Musick. ok. One of the problems we have with that is the 
way the paper-based systems were built, and it was based on a cou- 
pon where the taxpayer would submit one payment, and there are 
probably some 100 trust funds, but on that coupon you can fill in 
a blank that says 720 and submit your payment. Really you can’t 
tell how to allocate that until the return comes in later. 

Now, what is being done to address that are a couple of things. 
The systems that are currently being built at the CFOs organiza- 
tion have been working in the modernization plan to have detailed 
transactions in those systems. The problem is that until IRS gets 
a general ledger that will accept detailed transactions, you still 
need to post them at a summary level. So that’s being addressed. 

The other issue is for those people who would continue to be on 
a paper-based system, is there a tax or not a tax, but is there a 
burden issue with them to break that out and provide it. Basically, 
what they would have to do is submit the 720 return every time 
they sent in a pa 3 mient to show where the differences were be- 
tween the trust fund payments. 

Mr. Horn. What would you consider. Commissioner, the major 
problem besides the reorganization, the attitude change, and all 
the rest? What do you see as your major problem? 

Mr. Rossotti. Well, of course, there are different priorities at dif- 
ferent times. I’d say that without a doubt the most unfortunate, 
but most essential problem that we simply have to deal with is 
simply converting year 2000 to make it work, because if that 
doesn’t happen none of the other things we’re talking about are 
going to mean an 3 d:hing. 

I mean we simply will not be able to continue to function, and 
the consequences of not dealing with this appropriately are really 
not exaggerated; they really are quite severe. I mean we could be 
in a situation where you wouldn’t be able to get refunds out, you 
wouldn’t be able to collect money. We just can’t allow that to hap- 
pen. 

Now, unfortunately, in the case of the IRS, this is a massive 
problem that is compounded by the age of the systems that we 
have to renovate. You know, I just saw in one of the trade maga- 
zines that General Motors reported to the SEC that, as they are 
required to do, they estimate $360- to $500 million to deal with 
their year 2000 problem for General Motors. 

Well, that’s about half, perhaps less than half of what we’re deal- 
ing with, and I can assure you that, because I know some of the 
people there. General Motors has a much deeper bench of experi- 
enced managers in technology than we do. We have some very good 
ones, but we have a thin one. So I have to say that I am personally 
giving my own personal top priority to working with the people, 
who are working with this problem, and that is an unexpected, but 
very challenging short-term problem. I think putting it in sequence 
as a short-term, the next most important thing is to deliver some 
improved short term service improvements to the taxpayers be- 
cause they just expect it, and we are doing this in this filing sea- 
son. 

I mean electronic filing is up 25 percent, and we have much bet- 
ter phone service than we had previously, and we’ve improved 
some of the ability of taxpayers to get personal help when they 
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need it on particular problems through open houses and that sort 
of thing. So there is a whole laundry list of things like that that 
we’re doing short term. None of that is really going to solve these 
problems, and you’ve identified two of them. One is debt collection, 
and the other is financial statements just in this hearing, both of 
which get to the root of fundamental organizational processes. So 
that’s why we have to upgrade the technology and modernize the 
organization. 

Mr. Horn. On the year 2000 situation, I know you have a whole 
series of different machinery — hardware — over there. How optimis- 
tic are you that you can get the basic work done so it’s operational, 
let’s say, by mid 1999? Is that where the target is now or what? 

Mr. Rossotti. Actually, our target is January 1999. Our target 
is to have — ^because the way it works with filing seasons, we really 
have to get most of our tax-sensitive systems upgraded, either re- 
placed or renovated in most cases by January 1999. That is our 
goal, and there is a whole list of different categories. On some of 
the areas, some of the most critical areas actually were in quite 
good shape on the application programs themselves, which are the 
actual ones that contain the logic. Those are in pretty good shape. 

I think where we have the most risk is really in two areas. One 
is in our telecommunication network, which unfortunately is very 
diverse and not very well integrated network, and the other one is 
in some of these minicomputers, what they call the Tier II plat- 
forms of which we have about 54 different varieties. Those are 
going to be complex primarily from the point of view of testing. We 
have the right software to make it work, but the testing process is 
going to be a problem. 

So I think those are the two that we’re concentrating most effort 
on right now. 

Mr. Horn. Thank you. We’ll get back to some of the computer 
questions a little later. I now yield 10 minutes to the gentleman 
from Ohio, the ranking Democrat on the committee, Mr. Kucinich. 

Mr. Kucinich. Thank you very much. Chairman Horn, and 
thank you for calling this hearing today. This is truly a day when 
we celebrate the long-suffering American taxpayer, and you can 
imagine what a fantasy it is to be up here having a chance to ques- 
tion the IRS. I mean I’m sure that the Members here are the envy 
of millions of Americans who would like this opportunity particu- 
larly today. 

So on behalf of those millions of Americans who would like this 
opportunity, I have some questions for you, Mr. Rossotti, and I ap- 
preciate you being here. I know what a busy day this is for you, 
and when you think that this is an agency that processes over 200 
million tax returns and reviews more than 2 billion documents, if 
I’m correct, collect over $1.5 trillion in revenue, and if I’m correct, 
52 million refunds of which totals about $72 billion for this tax 
year have already been issued; is that correct? 

Mr. Rossotti. That’s right. 

Mr. Kucinich. So you have been pretty busy, particularly with 
the technology that dates back to the seventies — some in the six- 
ties, and I tWnk that toll-free line that you have, it’s about 26 mil- 
lion calls that you’ve answered for the 1998 filing seasons. 

Mr. Rossotti. Already. Um-hum. 



170 


Mr. Kucinich. So we have an Internal Revenue Service and we 
have to recognize it handles a tremendous amount of work, 25 mil- 
lion returns, I think, in the last 3 days. So we can well understand 
the complexities that you have to deal with, and you. I’m sure, can 
understand the concerns that we Members of Congress have, to 
make sure that our constituents believe that they are being treated 
fairly, with respect, and given the information they need in order 
to comply with the Tax Code. 

Now, Commissioner, in the Washington Post this weekend we 
read about how the IRS pursued a man to collect a second tax pay- 
ment of $2,600 even though the man had a canceled check to prove 
that he had already paid the $2,600 in taxes. I think you’re prob- 
ably familiar with this story, and in recent months we have heard 
about taxpayers receiving notices for millions of dollars in tax li- 
ability and taxes applied to the wrong accounts. 

The GAO identified three cases in which the IRS pursued tax- 
payers for additional taxes after they had already paid because the 
IRS lacked accurate data. Now, how do these kinds of mistakes 
occur? And what do you do to rectify some of these matters and to 
prevent reoccurrences? I think the people would be interested, par- 
ticularly those people who right now at this moment may be watch- 
ing and saying, you know, I have kind of a problem, and what do 
I do about it? 

Mr. Rossotti. Well, first, let me just say with the example of the 
gentleman who sent in his canceled check still that wasn’t good 
enough. I mean there are some things that we just have to basi- 
cally rely on and move toward a changing point of view at the IRS, 
let’s say, attitude, because I think some mistakes will always hap- 
pen given this volume of information. 

I mean, this can happen even in your private credit card busi- 
ness. You’ll have a check that doesn’t — I mean that case of that 
check was actually two separate banks that made an error, which 
will happen given the billions of transactions. I think the important 
thing, though, from the point of view of what we need to do about 
it for the taxpayer is that we should not be attempting to fold that 
burden back on the taxpayer. In fact, our procedures do say that 
if a taxpayer sends in proof of payment like a canceled check, it 
should be incumbent upon the IRS people to take ownership of that 
problem as with any other kinds of problems and fix it. 

So I think at sort of a root level, the answer to your question is 
we need to become more of a — ^think of ourselves more as problem 
solvers that if a taxpayer — and that’s a good example of a fairly 
simple one actually — ^presents us with a problem they have, and it’s 
a reasonable problem, we should take ownership of that problem 
and not try to bounce it back either from one office to another with- 
in the IRS, or as in this case, bounce it back to the taxpayer. And 
we’re attempting to do that. 

I think there is some success in that. If you look at these prob- 
lem-solving days that we’ve had, that’s a perfect example of what 
we’re trying to do where we’ve had office hours open at relatively 
convenient times like nights and weekends and taxpayers who had 
a problem, whatever it is, could come in and talk to somebody face 
to face. And the big point, though, is not just that we’re open and 
they can talk face to face, but we’ve made a commitment that will 
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take ownership of that problem and do the best we can to resolve 
it. It won’t always be resolved to the satisfaction of the taxpayer. 

And you know, it’s interesting. Taxpayers are pretty intelligent 
in this way. They understand the diference between getting the 
answer that they hope to get, which they can’t always get, because 
it depends on the law versus getting the right kind of service and 
getting people to serve them correctly. And in these problem-solv- 
ing days, we’ve gotten very good grades from taxpayers on that 
score. So I think those are some of the basic things. Now, beyond 
that, of course, as I said in my statement, we really have fun- 
damental technology weaknesses in the IRS that put a burden on 
the employees. 

Mr. Kucinich. Let me ask you about that a minute if I may. 
Commissioner. The chairman has ably raised the issue for quite 
awhile now about the year 2000 and the impact that’s going to 
have, this so-called Y2K dilemma, which all agencies are facing. 
But in other hearings we’ve had, we’ve also had the issue of the 
vulnerability of government computers to hackers. I can’t think of 
any area which could yield a better windfall for hackers than to 
have the opportunity to go into the IRS systems and rearrange 
some accounts. 

My question to you is, since you admit that your technology is 
weak to handle the existing system absent interference, how is 
your system set up to handle hacking? How serious a problem is 
it, and have you identified losses of revenue because of it? 

Mr. Rossotti. Well, first of all, it’s absolutely a serious problem 
and there are hackers that attempt to get into our web site and 
other places, you know, from time to time. Without a doubt, it’s a 
serious problem, and we in fact established — before I got there — 
a special security office to focus on precisely this problem led by 
two people; one of which whom came from GAO. They are actually 
very excellent people, who are focused precisely on identifying and 
preventing those threats. But has this actually resulted in any loss 
of revenue or rearrangement of accounts? I don’t believe that it 
has, and I think the reason is simply because knowing the serious- 
ness of this threat, the basic strategy is to wall off our internal sys- 
tems and not allow external access to them, which is one of the 
reasons why the electronic filing process is not as simple as we 
would like it to be. 

I mean, the issue of how to advance electronic filing and elec- 
tronic commerce in general, while still dealing with the security 
problem, is one of the really difficult tradeoffs that we have to 
make. So we’re doing it very carefully. 

Mr. Kucinich. I appreciate you saying that; you don’t believe you 
lost any revenue, but let me ask another subtly different question. 
How secure is the personal information which taxpayers give to 
IRS, which as all of us understand, is highly personal, how secure 
is that information? 

Mr. Rossotti. Well, I think the answer I gave was not just lim- 
ited to revenue. I think that there is — I’m not aware of any in- 
stances where there has been any personal taxpayer information 
that’s been accessed through hackers because of the point I made 
earlier. I said that all of the sensitive information is walled off, it 
isn’t available. I mean it’s fire walled from any external access. So 
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this is basically the strategy that has to be pursued, and we have 
to be very careful to make sure that it stays walled-off. 

It does present the difficulty of trying to make information more 
accessible and get more electronic filing, while still maintaining the 
security. So this is one of the things that slows us down, but it has 
to because we have to be secure in terms of our data. 

Mr. Kucinich. What do you do when you’ve identified that a 
hacker has attempted to attack the IRS data base? 

Mr. Rossotti. Of course, right now it’s limited to things that can 
come in on the Internet, which is walled off from our basic internal 
data, but as I say, there are a number of offices that focus on that, 
and the most important office is the one within information tech- 
nology that basically tries to track these problems and make sure 
that we’ve got the security systems in place to not let them pene- 
trate our data. But we also have within our inspection service an 
internal security small unit with a few people who really focus on 
that and are specialized in trying to investigate those kinds of 
threats. 

Mr. Kucinich. I’d like to direct a question to Mr. Musick. The 
GAO identified weaknesses in IRS controls over cash receipts at its 
tax service centers. For example, it noted that individuals opening 
checks and cash and observed payments were not logged or re- 
corded at the point of receipt to immediately assure accountability. 
What does the IRS — what’s their view as far as current controls 
over cash and checks at service centers? 

Mr. Musick. Well, on that specific issue, I think that you will 
probably note that the GAO also gave us some credit for identifying 
that ourselves as a problem, and there has been an effort underway 
for the last severed months in every service center to track that. 
But the focus would be to get control over that check as soon as 
it comes in the door; get it stamped in, and get it controlled. I think 
that we’re looking at all procedures in all service centers, and then 
there will be a consolidated look by service center directors, consid- 
ering all those issues to get control over those checks. 

Mr. Kucinich. Let it be said that, that issue was raised as a 
matter of record, but it should also be said that I think we can 
have confidence that most of the people who work for IRS are hon- 
est, diligent Americans who are doing the right thing and making 
sure that they tjike total custody and care with taxpayers’ dollars. 
But that’s why it’s unusual to hear of problems with the handling 
of cash receipts, and it’s comforting to know that, not only that you 
brought that up, but you’re taking care to assure better handling 
of cash. 

At this point. I’d be glad to yield back my time. 

[The prepared statement of Mr. Kucinich follows:] 
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statement of the Honorable Dennis Kucinich 
GMIT Subcommittee: Oversight of IRS Management 
April 15, 1998 


Today is the deadline for taxpayers to file their tax returns. It is 
therefore appropriate to reflect on how well our tax collection system is 
working, a system that - perhaps amazingly - relies primarily on voluntary 
compliance with tax laws. Voluntary compliance cannot be effective if the 
American people lack confidence in the IRS. the agency responsible for 
processing federal taxes. Without taxes, our government could not provide 
the protection, benefits and services upon which we all rely and that we too 
often take for granted. Thus it is imperative to the well-being of this country 
that the IRS successfully fulfill its mission to collect the right amount of tax 
at the least cost to the taxpayers and to perform this service with the 
“highest degree of public confidence in [IRS] integrity, efficiency and 
fairness." 

We have a chance today to meet the new IRS Commissioner who is 
charged with upholding this public trust. Commissioner Rossotti, I’d like to 
thank you for taking time out from what I know must be a busy day for you 
to speak to us. We will explore in this hearing some of the most significant 
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management challenges facing the IRS in its modernization efforts. 

Consider what the IRS does on an annual basis. The agency 
processes tax returns from over 200 million taxpayers each year. It reviews 
more than 2 billion documents. The IRS collects over $1.5 trillion in 
revenue. Fifty two million refunds, totaling over $72 billion, have already 
been issued to taxpayers this year. 

Recent reports, however, indicate that IRS employees accomplish 
many of these tasks with technology that dates back to the 1970's - if not 
earlier. Last year, the IRS submitted a technology modernization blueprint, 
which proposes to manage technology investments, provide a technology 
architecture, and analyze the technical requirements of the IRS' business. 
Just recently, the agency set out to engage a prime contractor for the 
blueprint. It is clear that the IRS needs to follow through and implement a 
technology modernization program as quickly as possible. 

At the same time, the agency is pursuing some modern technological 
initiatives, such as electronic filing. It has already experienced more than a 
25% increase in electronically filed returns compared to this time last year. 
The IRS webpage, which allows taxpayers to download tax forms and 
applications, has had over a 200% increase in the number of computer 
“hits” compared with this time last year. 

The IRS also is trying to improve its approach to customer service. 
Compared with this time last year, there was a 38% increase in the number 
of taxpayers whose calls got through to the IRS on its toll-free phone line. 
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Over 26 million calls were placed to the IRS using this toll-free number 
during the 1998 filing season. 

Moreover, Commissioner Rossotti proposes an IRS modernization 
plan designed along customer lines that appears to make good business 
sense and should increase the level and quality of services provided to 
each of the IRS’ customers. Borrowing relevant Ideas from the private 
sector and developing employee incentives that foster customer service are 
valuable new initiatives. This kind of innovation is welcome and represents 
a creative approach to fashioning a more modern operation. 

At this time, we are also ushering in a new era of federal agency 
management. Agencies recognize that they must not only provide top- 
quality government services, but also achieve them in a cost effective and 
efficient manner. Agencies must develop financial management systems 
capable of tracking their ongoing financial condition, assessing their 
financial vulnerabilities, and determining the most cost effective approach. 

Today's hearing will also focus on the IRS financial audit. Although 
the year-end financial information provided by IRS is considered reliable, 
the GAO identified several significant material weaknesses in IRS financial 
systems that need to be corrected. These problems prevent the IRS from 
complying with several financial management laws and requirements. The 
IRS plans to address its weaknesses, with actions implemented over the 
next few years. 


Given the importance of financial management requirements, we 
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must be vigilant not to let implementation of IRS corrective action plans fall 
through the cracks For example, the GAO highlights distortions inherent in 
the IRS' unpaid assessments As a result, the IRS is unable to accurately 
document its financial condition on an ongoing basis. It will continue to lack 
this ability until it can more accurately document and track the collectible 
portion of its unpaid assessments (or tax receivables). 

We anticipate criticism of the IRS today. I hope that the 
Commissioner will consider and respond to any constructive criticism that is 
legitimately offered in the spirit of improving the IRS. It is important that 
abuses and inappropriate practices by the IRS be identified and remedied 
wherever they exist. I think that the Commissioner would agree with me on 
this. 


Ultimately, however, we must view our criticisms in the context of the 
important services that IRS provides. Consider for a moment from the IRS 
perspective the 25 million returns filed within just the last 3 days While 
most taxpayers have finished their taxes, much work lies ahead for the IRS. 
I think we can all appreciate the monumental nature of the IRS' mission and 
its significance. So, as we work together constructively to improve both the 
financial management and overall management systems at the IRS. let's 
not forget that the IRS does a very difficult job well. 
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Mr. Horn. Yes, we’ll have more time to pursue some of the ques- 
tioning. Let me just go into a couple of issues that are going to be 
raised after you leave, by various witnesses that represent a part 
of, shall we say, the IRS outside community, such as the American 
Bar Association Section on Taxation. 

One of the things their witness will recommend is that there 
should be an Under Secretary of Taxation to whom the Assistant 
Secretary for Tax Policy would report and the Commissioner of IRS 
would report. Do you have any feelings on that proposal? 

Mr. Rossotti. Well Mr. Chairman, I think I’m having enough 
work reorganizing the whole IRS without reorganizing the 'Treas- 
ury Department. I really don’t have any comment on that. I think 
that would be a matter for the Secretary and the administration 
really to talk about. 

Mr. Horn. I have a greatly dubious view about it personally. I 
think when you have major operational groups within a particular 
department, I think the Commissioner should report directly to the 
Secretary. That’s such a sensitive area, it seems to me that would 
be one route. 

Now, the other possibility here is to whom should the genereil 
counsel of IRS report? You, the general counsel of Treasury, or the 
Under Secretary of Taxation that the Taxation Section of the 
American Bar suggests that be the outcome? How do you feel about 
where the general counsel of IRS should report? 

Mr. Rossotti. Well, I mean, of course. I’ve only been here 4 
months, and I have to say that is not an area that I’ve had a lot 
of problems with. I mean, it’s been working OK from my point of 
view, and I’ve tried to focus my priorities where the need is the 
greatest. I told Stewart Brown after I’d been there a couple 
months, the Chief Coimsel, I said, “look, your area doesn’t seem 
broke, OK, so I’m going to work on some other stuff. Just keep 
going.” 

I mean so I suppose there are some arguments longer term being 
serious about it, but you can argue it either way. But it hasn’t been 
one, honestly, that I focused a lot of my attention on because it 
seems to be working OK. 

Mr. Horn. In terms of the types of work that the general counsel 
currently does, do you feel that that counsel should really report 
to the Commissioner because they affect policy issues with which 
you’re concerned? 

Mr. Rossotti. As I said, Mr. Chairman, I’ve said that I don’t see 
a need to change it from the way it is now. It seems to be working 
OK. If there is a proposal in the legislation to change it, and if they 
change it I’m sure that will be fine, too. It just hasn’t been one of 
the areas, honestly, to be realized that I’ve focused a lot of atten- 
tion on, thinking though one way or the other, and it does seem 
to be working fine. As I said, there are a lot of other areas that 
I don’t think are working so well, so I focus my attention on those. 
So I’m just being honest. I haven’t really given that one a lot of 
thought. 

Mr. Horn. I can appreciate that, but when you were a chief exec- 
utive officer, I assume the general counsel reported to you. 

Mr. Rossotti. That’s right. 



178 


Mr. Horn. I would think that’s the normal way general counsels 
report, and I guess I worry about an independent general counsel 
that does heaven knows what, when you’re the people — ^you and the 
Secretary — that Congress is holding responsible. And if you don’t 
have control over your own lawyers, to a sense it just seems a 
strange thing. So that’s why I wanted to bring it up. 

Now this, as you know, the reform bill, so-called, is over in the 
Senate. It hasn’t been acted on yet. The question is should that 
board be advisory rather than a governing board? Any feelings on 
that? 

Mr. Rossotti. Well, I think that the way that it has been struc- 
tured in the legislation as it passed the Senate Finance Committee 
in terms of the powers of the board goes, I think, strike a good bal- 
ance. I mean this has been debated a lot and there has been a lot 
of good discussion about how this would work in the context of a 
government agency like the IRS. 

I guess I would say that I would very much support the legisla- 
tion. As it is in the Senate right now, I think it strikes a good bal- 
ance. It does give quite a few powers to the board, and it, of course, 
interacts with the question that you raised earlier about what 
should be the case and how it should be organized in the Treasury 
Department because if the legislation goes through, you will now 
have a new element which will be this board, which will have not 
complete powers in the sense of a corporate board, but pretty im- 
portant powers. And I’m optimistic that if we can get the right kind 
of people appointed to this board, it can provide some fresh per- 
sj^ctive, private sector perspective, and a longer term perspective 
with some continuity than maybe we’ve had before, which was one 
of the things that Senator Kerrey and Congressman Portman tried 
to design in their proposal. 

So I think it strikes a pretty good balance, and I think that in 
that regard, the legislation is very helpful, and I just hope it can 
be passed as soon as possible. 

Mr. Horn. Another area that we should discuss is when a tax- 
payer has a grievance with the IRS as to what routes they should 
pursue, should they pursue an administrative law judge route that 
may be a group of administrative law judges that are within Treas- 
ury, but not within IRS? That is certainly what some agencies do. 
Should there be a special appeal process set up? Do you have any 
thinking on that at this point? 

Mr. Rossotti. Actually, I think that here again this legislation 
has some good things. I mean the IRS actually has an appeal proc- 
ess that’s quite independent of the other functions and wWch is one 
of the things to which even the strongest critics have given quite 
good marks. Now, it hasn’t operated across all the dimension of the 
IRS as much as it could, and in the legislative proposal there is — 
one of the provisions is to require or to set it up so that this ap- 
peals group will have more involvement in certain kinds of collec- 
tion cases, which have been some of the more difficult cases that 
we’ve had. 

Right now, it focuses more on the exam cases, and I think that 
seems to be the direction that the Senate favors, and I think that’s 
actually a very good direction because we do have this process set 
up. It really is quite independent of the enforcement functions, and 
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I think most people give it pretty good marks for doing an inde- 
pendent job. 

So I think we can make use of it effectively in some of the newer 
areas that have been identified and that could be a good solution. 

Mr. Horn. A proposal has been made that there should be an 
independent Inspector General solely within IRS. Right now the In- 
spector General of the Department of the Treasury would handle 
matters within IRS. Any comment on that? 

Mr. Rossotti. Well, again, this legislation has some big changes 
in mind. As it is now, actually there is a rather large inspection 
service. It’s over 1,100 people that cover both audit and investiga- 
tions. And that is part of the IRS reports although it’s independent 
of the other functions. Then on top of that, you have got now the 
Treasury Inspector General that has certain authority. 

As I understand the current proposal and the Senate bill, it 
would take a major part of the inspection service out of the IRS 
and create another Inspector General group that would be solely fo- 
cused on tax administration in order to give a greater degree of 
independence than is perceived to exist today. I’ve argued that 
there are perhaps ways that you could strengthen the independ- 
ence of the existing inspection service and convert it in to effect an 
Inspector General within the IRS. 

I think the Senate has decided that’s not quite sufficient for 
them, and they want to actually move part of it up to the Treasury. 
I think that can work. I think we can live with that. There were 
certain requests that I suggested be put into that legislation if they 
were going to do it that way, which they tried, the Senate Finance 
Committee has tried to accommodate, so I think we’re moving in 
the direction of whether it be done the way it’s done in the Senate 
bill or some other way, to having a greater degree of independence 
than currently is perceived to exist with the inspection service, 
which I think is good. I support that. It is somewhat still open ex- 
actly how that’s accomplished. 

Mr. Horn. The gentleman from Ohio and you exchanged 
thoughts on computer security. How about noncomputer security? 
For example, when the cash comes in and various checks — as I un- 
derstand the General Accounting Office report — there is no real 
lockbox. It goes through maybe three or four different layers where 
checks could be removed, altered in some way. 

How much of a problem is that? Also, right now you have no sur- 
veillance cameras, I believe, and I wonder if that is because of a 
problem with the Treasury Employees Union and is something that 
has to be negotiated or how much have you had a chance to look 
at just plain old security? 

Mr. Rossotti. I’m going to ask Mr. Musick to answer part of 
that, but let me just make one comment just so you’re aware of 
this. Actually the part of the problem we’re dealing with here is 
only the part that deals with the checks that actually come into the 
IRS service centers, which is the vast minority of the money that 
comes in because most of the money actually comes in electroni- 
cally now through our banks through the Federal Deposit System 
or through lockboxes which we do outsource. 

Most of the checks actually come in through banks indirectly into 
the lockbox, which unfortunately actually was the cause of that 
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problem that was in the newspapers. So we’re only talking about 
the checks which come into the service centers, and there is where 
the issue is identified. But I will ask Mr. Musick to answer that 
question about the surveillance. 

Mr. Musick. Well, on the surveillance issue, again, I would have 
to say that the group that Mr. Rossotti referred to, the security 
unit, has taken a look at all surveillance, all security issues, not 
only computer security, but fiscal security around service centers 
and within service centers. They have that broken down in an ef- 
fort to try to address all service center issues and all district offices 
over the next few years. But, again, that’s going to be an extensive 
effort, and they’re going to have to take a look at some of the risks 
and the funding that we have to t^ to take care of those issues. 

Mr. Rossotti. I mean the truth is that apparently, as I under- 
stand it, up until a couple of years ago, there wasn’t really a de- 
fined group that was in charge of specifically looking at these secu- 
rity issues, and the initiative was taken about a year ago or when- 
ever, approximately a year or 2 years ago, to set up this special se- 
curity group with some very, very qualified people and the leader 
of this group came from GAO. They’re not only looking at computer 
security; they’re looking at everything from fences to surveillance 
cameras, and a lot has been done especially in the computing cen- 
ters. I think the service centers still need more work. 

Mr. Horn. I thank the gentleman and now yield 10 minutes to 
the gentleman from Ohio, Mr. Kucinich. 

Mr. Kucinich. Thank you very much, Mr. Chairman. Back to 
Chairman Rossotti. Do you plan to modify the technology mod- 
ernization blueprint so that it reflects the concepts in your mod- 
ernization plan, and if so, will this dramatically affect the imple- 
mentation and projected costs of the technology modernization 
blueprint? 

Mr. Rossotti. Yes, that’s an excellent question. We tried to look 
at that very, very carefully, and I think that the answer is really 
this way; that the way the blueprint is set up now I think it is very 
appropriate and very much supports the direction that we want to 
go organizationally as well. It’s set up in such a way that it only 
has detailed specifications for the very beginning, the very first two 
pieces of the blueprint, amd those are very generic, very general 
kinds of communications technology which will support any organi- 
zation structure. 

As we get downstream, as we get further along into the later re- 
leases, as they’re called, there will be changes undoubtedly, but 
those are releases that haven’t really been defined in detail. We 
have more than enough time to do that, and I will provide Mr. 
Kucinich and the committee a chart which shows how all this fits 
together, if you would like, that just sort of summarizes on the 
page the time line. However, the basic idea is that this year, 1998, 
we’re really focused heads down on the year 2000 problem to get 
most of the renovation done in 1999. 

We intend to award the prime contract about the end of this year 
toward December 1999 and really — December 1998, and then in 
1999, and in the eeirly part of year 2000 we would be working on 
primarily these early releases that are very general that are more 
or less the foundation for the future work. Then, you know, by the 
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time we get to about 2 years down after the year 2000 has turned, 
we will have also, we hope, been well down the road in terms of 
our organizational changes, and then we will really begin to work 
on some of the more specific business systems. 

So I mean part of what this says, of course, is this is a long-term 
process. I mean we’re talking about years here, and we have to do 
it in small pieces in order to control the risk. 

Mr. Kucinich. What’s your target date for making sure that your 
system is in place for the year 2000? I mean you obviously need 
lead time to prepare for a tax year. What’s the date? 

Mr. Rossotti. The date is to get — ^the target date is to get done 
virtually or nearly all of the replacement or renovation of the com- 
puter programs and the related infrastructure such as the commu- 
nications network and the tax law changes, which are many this 
year, by January 1999 prior to the next tax season, and then, of 
course, we have the tax season. That then gives us the remainder 
of 1999 to do a very comprehensive test, which is absolutely re- 
quired. 

I mean you absolutely have to do this comprehensive test be- 
cause there are many things changing. That’s the grand strategy 
here, and you know we’re focusing every day on trying to make 
that happen. 

Mr. Kucinich. I know you’ll keep this committee posted because 
if it doesn’t happen on time, we would like the privilege of declar- 
ing a taxpayer’s holiday. 

In your testimony you highlighted the need for restructuring leg- 
islation to include the flexibility of hiring a leadership team and a 
technical team. Why do you need legislation to do that? 

Mr. Rossotti. Well, of course, we are doing some of that now. 
We are in the current legislation. But there are some restrictions 
on, for example, the ability to bring in people, and many of the peo- 
ple that we may want to bring in, and I’m only talking a restricted 
number here. I mean we’re not talking about hundreds of people, 
but it’s 20 or 30 people. Many are not going to come in necessarily 
for a whole career in the government. They may be coming in for 
3- or 4-year periods, and right now the provisions are not too — they 
don’t make it too easy to do that. Also, frankly, the ability to adjust 
some of the pay ceilings is another key item in this bill that would 
give a restricted number of people the ability to increase the pay 
ceiling. So those are two of the important things. 

Also, with respect to the general work force, there are some au- 
thorities in there that would allow us to experiment with different 
kinds of pay and grading schemes for different kinds of workers, 
which would also be helpful. 

Mr. Kucinich. I’m again appreciative of your presence here par- 
ticularly given the day today, but also it’s significant that you are 
here and it’s important that you’re here today because this is a day 
when people need to hear from their government and from the IRS 
as to issues of accountability, emd you’ve certainly prepared your- 
self well for this day. I have a question that gets a little bit away 
from the technical issues here and back to issues that relate to the 
sensitivity of the IRS to the taxpayers. 

Occasionally, in my office. I’ll receive calls from people who feel 
that they're being treated harshly. Of course, I imagine it’s very 
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difficult to ask people to pay bills that might be substantial bills 
to IRS, and do it in a way that’s always sensitive. What do you do 
as far as training personnel to make sure that in these very dif- 
ficult and sensitive moments of encounter with the taxpayers that 
they’re treating people with the utmost respect and courtesy? 

Mr. Rossotti. Yes, Mr. Kucinich, I do see that problem and I ab- 
solutely agree with that. That is very, very important. I think you 
know, as I said, one of the overriding principles that I’m at least 
trying to sensitize people to, or get the whole IRS to buy into, is 
the idea that we’re there to help people solve problems. Even in the 
most difficult situations, we need to try to help people figure out 
the best way to cope with the situation they have. 

Mr. Kucinich. Do you have training programs where you go over 
these situations? 

Mr. Rossotti. Well, as I was going to say, one of the issues is 
that it’s a combination of things. It’s not going to happen overnight. 
One of the big points is simply getting across the idea that this is 
our goal, OK, that this is one of the things that we need to do in 
setting up examples of how it can be done. The problem-solving 
days that we did were very good examples. 

I mean the employees very much liked that because we did bring 
people together, and we said, look, they were called problem-solv- 
ing days and we took ownership of those problems. I would say ap- 
proximately the numbers were 60 percent of the taxpayers were 
able to get the resolution the way they wanted it, and the other 40 
percent did not. About 95 percent of the cases were closed in a way 
that at least was able to get the taxpayer to recognize, OK, this is 
the best we can do and this is the solution people gave us 

Mr. Kucinich. I’d like to interject a different measure here 
though, and that is there is an inherently unequal power relation- 
ship between the IRS and the ordinary taxpayer; you will admit 
that. And given that, that’s implicit in the exchanges that take 
place, how do you sensitize the employees about their exchanges 
because they’re really coming from a position of tremendous power 
to reach into someone’s personal finances. What do you do? What 
do you tell the IRS employees about how they need to regard that 
powerful position they have? 

Mr. Rossotti. Well, again I think that this is one of the fun- 
damental cultural changes that we need to make, which is to sen- 
sitize and to explain to people that the goal is not only to collect 
the money and to get the result that the law provides, but to try 
to find the best way to help the taxpayer understand that situation 
and cope with it. Amd part of it is simply changing the whole strat- 
egy of what we do, but part of it is also training. I didn’t get a 
chance to answer your other question. There is a lot more that we 
need to do with training. I mean you mentioned that, but I’m sorry 
I didn’t respond to it. 

In the next season that we’re going through, in the 1999 season, 
we’re going to put a special emphasis on training, and there are 
really two kinds of training. There’s technical training to explain 
what the tax law is, but there is also training on how to deal with 
conflict situations where there’s conflict. There are training mod- 
ules that are available to deal with these kinds of things. We’re 
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going to try to do more of that within the IRS to train people, and 
I think there is a third one. There are two more. 

One is a measurement system. I mean one of the things that’s 
been observed is that if employees are measured solely on the basis 
of the business results and worse yet, just how much money they 
collect, that’s going to drive people in one direction. We really are 
ch an g i ng that very radically. This makes a big difference. 

We’re going to measure eventually every transaction that we 
have with the taxpayer from, the taxpayer’s point of view. In other 
words, we’re going to do like business, we’re going to actually ask 
taxpayers, even on audits and collection actions. We’re starting to 
do this on a test basis now. We’re going to ask them to rate us on 
how well they have been served by that transaction. We did this 
on an experimental basis with these problem-solving days, and 
we’re eventually, and I say this is going to take a few years. We’re 
going to eventually huild that into the performance evaluation sys- 
tem so that people are evaluated not just on the business results, 
but how it appeared to the taxpayer. 

Mr. Kucinich. Well, I think people really are concerned. Com- 
missioner, about how they’re treated. I mean that’s how so much 
of the issue about IRS reform came about because there is a per- 
ception out there. Now, it may not be justified in 99 percent of the 
cases, but there is a perception out there that people are not al- 
ways treated courteously or fairly, and it’s heartening to know that 
you’re addressing the culture of the IRS in its relationship with the 
taxpayer because I think what’s important for everyone to know is 
all of those public servants work for the taxpayers. 

I mean, you know, while we want to make sure that we get the 
revenue, we need to run the country. Still our government and the 
IRS should never be, I think, separated from the responsibilities 
and accountability that we would expect of other government offi- 
cials in terms of courteousness and even kindness, and that might 
be a tough thing to raise when you’re trying to collect the debt, but 
the fact of the matter is that — and maybe we’re asking people to 
do more than is humanly possible — ^but at the IRS, given the power 
that the IRS has, I think that it’s appropriate to request that a lit- 
tle bit more be done in terms of respecting the inequality of the sit- 
uation and of asking for the employees to bend over backward to 
be courteous and kind to the public. 

Mr. Rossotti. I could not agree with you more. That is basiceilly 
the whole thrust of what we are trying to do with the IRS. 

Mr. Kucinich. Thank you. 

Mr. Horn. Do you have any more? 

Mr. Kucinich. I am concluded with Mr. Rossotti. Thank you. 

Mr. Horn. Commissioner, just a few final questions here. We 
talked earlier about the write-off of money, the deal of collecting, 
emd so forth. A lot of those, as I mentioned earlier, we know are 
bankruptcy cases that go in and out. Many are very legitimate. 
Some aren’t. They just go in, they go out, they change the compa- 
ny’s name, they duck taxes right and left, they don’t give the em- 
ployees their Social Security accounts and ^1 that. Then, they 
spend the money themselves. 

How many cases like that does the IRS discover and look at? 
And, with the taxpayer identification number, can’t we collect down 
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the line when they go through all these other bankruptcies which 
are just a way of doing business for them? 

Mr. Rossotti. Yes. I honestly don’t know the answer to your 
question of how many cases there are that would fit into the cat- 
egory of, I guess you would say, willful sort of scheming to avoid 
the tax debt. I don’t know. Maybe I might ask one of my colleagues. 
Do we have the data on that, John? 

Could I ask one of my colleagues to come up? 

Mr. Horn. Well, we have to swear him in if he starts talking. 
Can he whisper into your ear and you talk? That is not unusual 
in government or Congress. 

Mr. Rossotti. I have to be very honest and tell you that I have 
an awful lot still to learn about the IRS and all of the different as- 
pects of it. But this is John Dalrymple, and he is an expert on 
these matters. 

Mr. Horn. I will swear you in then. 

[Witness sworn.] 

Mr. Horn. The gentleman affirmed, the clerk will note, and you 
might spell your name for the record. 

Mr. Dalrymple. My last name is spelled D-A-L-R-Y-M-P-L-E. 
The situation 

Mr. Horn. Bring the mic a little closer to you there. 

Mr. Dalrymple. The situation you described is really one that is 
vexing because it does happen. I don’t have numbers with me 
today, but there are definitely aspects of business where people 
start businesses, bankrupt the business, move on, start another 
business, bankrupt the business, and move on again. 

We do follow those folks through those schemes. In fact, I think 
the description you raise primarily gives us difficulties where it is 
a corporation. We do have what is called the trust fund recovery 
penalty that we do impose, and that basically relates to the trust 
fund moneys that the business would have withheld from those em- 
ployees that you mentioned, and those employees do get credit for 
the withholding on their tax return when they file. 

So the government is out the money. And we do hold them re- 
sponsible. We do follow them to whatever new avenue that they 
pursue, and we attempt to collect from them at that point in time 
based on assets that they may have. We have collection tools avail- 
able to us in terms of transferee assessments where we can trans- 
fer one type of liability to a new entity, if they took assets from the 
old company and tried to put them in a new company. So we do 
have tools available to us to do that. 

Mr. Horn. Are there any other tools that Congress should pro- 
vide to deal with that type of situation? 

Mr. Dalrymple. I think our tools are adequate. I think what is 
vexing about it is in many situations these types of folks live on 
the very fringe in the sense that they don’t have much to begin 
with and they didn’t have much when the business went out of 
business. So their assets are limited in terms of collecting from 
them. But in terms of people that do have assets, we have the abil- 
ity and the tools to deal with them. 

Mr. Horn. OK. Commissioner, I think the American public 
would like to know, did you complete your tax filing yourself or did 
you use your friendly accountant? 
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Mr. Rossotti. Mr. Chairman, I have been working with an ac- 
countant for about 20 years, and I continue to work with him. 

Mr. Horn. Well, I will confess that since 1970, I have turned it 
over to my wife and she works with the friendly accountant. But 
I did suggest when I first came to Congress in 1993 that all Mem- 
bers of Congress on April 15th, this day, should be assembled on 
the floor of the House, no accountants, no tax lawyers, make out 
their own forms, and I think we would have tax reform a lot faster 
around here if 435 of us did that on the floor of the House. But 
I can’t get any takers on that idea, and we will just have to keep 
sort of limping along, or as the British say, muddling through. 
Since this will be the last question, I would like to know what you 
would like to tell the American people? 

Mr. Rossotti. I would like to say that I do believe that with the 
help of the Congress and the forbearance of the public for some pe- 
riod of time, we really can convert the IRS into an agency that 
views its mission as helping people comply with their obligations 
and the tax law and not as it is sometimes viewed as an adversary. 
I don’t believe there is any reason why, except in the rare cases 
where people want us to be adversaries, but for the majority of tax- 
payers, the vast majority of taxpayers who are willing to comply, 
they should be treated like customers, like valued people that we 
are helping to figure out how to cope. 'That even goes for the cases 
where there may be some difficulty, not just the routine cases, but 
the difficult cases. And I would certainly not claim that we are 
there yet, although there has been some progress, even in this fil- 
ing season. 

So with your help and that of the public, I do believe we can 
make that happen. I don’t believe it is impossible. 

Mr. Horn. Well, I thank you for coming before us. We will prob- 
ably do these every April 15th, so put them on your calendar. We 
have great faith in you. I think if anybody can turn that agency 
aroimd and get it going in the direction that you want it to go, and 
have articulated so well, I think you are the person to do it. You 
come with the right background, the right experience. You have 
built a major firm, have been a chief executive officer, and can pro- 
vide leadership. And that is where I think, despite some very fine 
people being commissioners over the years, we simply haven’t had 
the executive managerial leadership that an agency of 102,000 em- 
ployees really need and deserve. So I thank you very much for com- 
ing, and wish you well. 

Mr. Rossotti. Thank you, Mr. Chairman. 

Mr. Horn. Mr. Musick, have you got a few minutes where you 
could just join us with the General Accounting Office? We will get 
into some of the nitty-gritty? 

Mr. Musick. Yes, sir. 

Mr. Horn. You are an expert on that. I need your wisdom on this 
one. 

So panel II, the General Accounting Office, will come forward, 
Mr. Musick will stay at the table and we might clarify some ques- 
tions. Mr. Dodaro and staff. 

Ladies and gentlemen, stand, raise your right hands. 

[Witnesses sworn.] 
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Mr. Horn. You will note that all four witnesses from the General 
Accounting Office did affirm the oath. 

It is always good to see our friend, Mr. Dodaro, the Assistant 
Comptroller General of the United States on the management 
front, and we thank you. You have written us an excellent presen- 
tation here, and please proceed. 

STATEMENT OF GENE L. DODARO, ASSISTANT COMPTROLLER 
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOM- 
PANIED BY LINDA WILLIS, DIRECTOR, TAX POLICY AND AD- 
MINISTRATION ISSUES, GENERAL GOVERNMENT DIVISION; 
GREGORY D. KUTZ, ASSOCIATE DIRECTOR, GOVERNMENT- 
WIDE ACCOUNTING AND FINANCIAL MANAGEMENT, AC- 
COUNTING AND INFORMATION MANAGEMENT DIVISION; 
AND STEVEN SEBASTIAN, ASSISTANT DIRECTOR, GOVERN- 
MENTWIDE ACCOUNTING AND FINANCIAL MANAGEMENT, 
ACCOUNTING AND INFORMATION MANAGEMENT DIVISION 

Mr. Dodaro. Good morning, Mr. Chairman, Congressman 
Kucinich. It is a pleasure to he here today to discuss the results 
of our most recent audit of IRS’s custodial financial statements. 
These statements are very important because they report the re- 
sults of IRS’s responsibilities in implementing tax legislation. For 
fiscal year 1997, for example, they included the results of revenue 
collection activity of $1.6 trillion of revenue, which is the vast ma- 
jority of the revenue collected to run the government, as well as 
about $142 billion of refunds. 

As has been highlighted this morning, GAO has issued an un- 
qualified opinion on IRS’s custodial financial statements for the 
first time. This has been a result of years of hard work by IRS and 
GAO and the result of sustained incremental improvements over 
the years. 

I might also add, Mr. Chairman, it points to the value of congres- 
sional oversight hearings by this subcommittee over the past few 
years to really track the progress that IRS has made in improving 
financial management. 

Now, all these efforts are producing some positive results. We 
have, for example, greater accountability now over taxpayer dollars 
that IRS is collecting. Also, the efforts are resulting in IRS having 
better information to manage their operations and 5so for the Con- 
gress to measure IRS performance and make funding decisions. A 
good illustration of thus is illustrated by the chart to my right 
which begins to provide better insight into the composition of IRS’s 
unpaid assessments that IRS has made. There has been great de- 
bate over the past few years about the size of that inventory of un- 
paid assessments and what is the real value of the collections that 
the government is expected to gamer from those assessments. 

As this chart shows, there were $214 billion of unpaid assess- 
ments for fiscal year 1997. Of that amount, only 13 percent, or 
about $28 billion, was estimated to be collectible. 

Now, of the remaining amounts, there were write-offs for finan- 
cial reporting purposes of basically defunct corporations, which in- 
cluded many failed S&Ls and banks. We also have a category of 
compliance assessments where IRS has made the assessment but 
the taxpayer or the court has not yet agreed that that is the proper 
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assessment. There are also about $62 billion of receivables that 
have been deemed to be uncollectible; that is, the IRS has had dif- 
ficulty either locating the taxpayer, or the taxpayer may be in the 
midst of bankruptcy proceedings, so currently that amount is not 
collectible. 

Now, basically it is important to note, however, that while we are 
getting better information as to the year-end status of IRS’s finan- 
cial position, that as the Commissioner indicated, the IRS currently 
does not have timely, reliable information throughout the year. 
This is a fundamental problem that needs to be corrected. 

Also, it will only be corrected by modernizing their computer sys- 
tems. Unfortunately, this is going to take a number of years, as the 
Commissioner pointed out, and is also in the next couple of years 
going to have to take a back seat to the year 2000 conversion prob- 
lem. 

However, there are a few things that IRS can do in the short- 
term. No. 1, IRS needs to continue to produce reliable year-end fi- 
nancial statements so they can begin to have trend data from year 
to year and make comparative judgments as to, for example, the 
nature and composition of the unpaid assessments inventory at 
IRS. 

Additionally, IRS needs to make, as has been noted, some im- 
provements in the procedures on which it receives receipts in the 
service centers over taxpayer checks and also refunds that are 
issued. We are in the process of making recommendations to IRS 
in that regard. Also, IRS needs to continue to improve the security 
over its computer systems. They have taken some good measures, 

P rogress is being made, but there is quite a bit left to do, and we 
ave been making recommendations to them in that area as well. 
Finally, IRS needs to make sure that its system development ef- 
forts begin to provide the type of requirements for its revenue ac- 
counting system and its accounts receivables areas that are going 
to be able to generate the type of timely information it needs to 
provide customer service and to begin collecting taxes that are 
owed earlier in the process. 

Now, the Commissioner outlined some restructuring proposals 
which we think have considerable merit. In fact, they track many 
of the suggestions GAO has made over the years to improve IRS 
operations. However, in order for that restructuring proposal to 
work, these underlying financial management problems really need 
to be corrected. Any organizational structure will only be as effec- 
tive as the type of timely and reliable information that it is pro- 
vided to deal with taxpayers and to implement IRS’s procedures. 

We are committed to continuing our work with the IRS to 
achieve that goal over the long run. 

Mr. Chairman, that concludes my opening remarks. My col- 
leagues and I, and I know Mr. Musick, will be happy to answer any 
questions you might have. 

[The prepared statement of Mr. Dodaro follows:] 
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Mr. Chairman and Members of the Subcommittee: 

We are pleased to discuss the results of our audit of the Internal Revenue Service's 
(IRS') fi^al year 1997 custodial financial statements.' This audit was performed in 
accordance with the Chief Financial Officeis Act of 1990, as expanded by the 
Government Management Reform Act of 1994. The IRS custodial financial statements 
report the assets, liabilities and results of activities related to IRS' responsibilities for 
implementing federal tax le^latlon, including collecting federal tax revenues, 
refunding overpayments of taxes, and pursuing collections of amounts owed.^ 

After several years of concerted effort by IRS and GAO, we were, for the first time, 
able to conclude that IRS' custodial financial statements were reliable. In issuing an 
unqualified opinion on the fiscal year 1997 cu^odial statements within the statutory 
deadline of March 1, we reported that the over $1.6 thlUon in tax revenue, $142 billion 
in tax refunds, and $28 billion in net taxes receivable reported by the IRS were fairly 
stated. We commend the significant effort that IRS officials made to achieve this 
major accomplishment 

These positive results show that focused attrition by the Congress and this 
Subcommittee cm IRS' financial management which GAO has identified as a high risk 
area for many years, has begun to pay dividends. Such benefits include better 
information available to IRS managemerU and to the Congress to help make decisions. 

Because of the volume and sensitiviQr of the tax collections and refunds, the adequacy 
of IRS' financial systems deserves careful attention. Federal tax revenues dwarf most 
other financial activities urtdeitaken by any single entity, public or private, in the 
world. ITie government relies upon to collect the proper amount of tax revenues 
at the least cost to the public, serve the public by continually improving the quality of 
its products and services, and perform in a manner warranting the highest degree of 
public confidence in its integrity. Its revenue collections represent over 90 percent of 
the federal government's revenues. Therefore, it is imperative that IRS establish 
strong financial management and internal controls to effectively meet its mission. 


'See Financial Au diL Examination of I RS' Fiscal Year 1997 Custodial Financial 
SUatpmPfits (GAO/AIMD-98-77. February 26, 1^). 

^IRS' fiscal year 1997 administrative financial ^atemenls, which were audited by the 
Inspector General of the Ilepartment of the TVeasury (Treasury), rp|>orl on the 
financial position and results of operations related to the administration of IRS funded 
by appropriations and reimbursements from other agencies, state and local 
governments, and the public. 
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Prior to fiscaJ year 1997, we were unable to conclude that IRS' custodial financial 
statements were fairly stated, mainly because weaknesses in IRS' internal controls and 
financial management systems prevented it from producing reliable financial 
information.^ Therefore, our ability to conclude that the fiscal year 1997 custodial 
financial statements were reliable was a mark of progress. However, this could only 
be accomplished after extensive use of ad hoc programming by IRS to extract data 
from its systems, followed by numerous adjustments totaling tens of billions of dollars 
to this data to produce the final financial statements. 

During our fiscal year 1997 audit, we found IRS' internal controls remain plagued by 
weaknesses that affect its ability to timely report reliable financial information 
throughout the year, safeguard assets from loss, and assure full compliance with laws 
and regulations. We reported these weaknesses related to IRS's custodial activities as 
a material weakness in our report on the fiscal year 1997 consolidated financial 
statements of the U.S. government^ These weaknesses faU into the following areas: 

Unpaid assessments . For fiscal year 1997. we were able to report that most of 
IRS' unpaid assessments-amounts IRS had recorded as taxes due to the federal 
government but not yet paid-were not receivables and were largely uncollectible. 
Of the $214 billion in unpaid tax assessments, only $90 billion represented 
receivables of the government under federal accounting standards, and only $28 
billion of these were estimated to be collectible. However, this information had 
to be developed through extracting data from IRS systems, analy 2 ing this data, 
and making substantial adjustments to derive reasonable amounts. This 
condition exists because IRS' general ledger cannot identify the portion of unpaid 
assessments that represent taxes receivable, and because IRS does not have a 
subsidiary ledger to track unpaid assessments. These weaknesses impair IRS' 
ability to effectively manage its unpaid assessments. 

- Receipts and Refunds . Vulnerabilities in controls over cash received and refunds 
disbursed weaken IRS' ability to assure that all government and taxpayer funds 
are properly protected. Cash and checks were not always properly controlled 
upon receipt, and flawed procedures allowed improper refunds to be issued. IRS 


'For fiscal year 1990, we were able to determine for the first lime that total net 
revenue collections as reported in IRS' financial statements were reliable. However, 
we still could not conclude that IRS correctly classified tax receipts and refunds by 
tax type because IRS could not provide sufficient evidence supporting its 
classification. We also could not determine the reliability of reported net federal tax 
receivables, as in prior years. 

* ll.s. Goveniinfnl Financial Statements: Resul ts of (iAO' s Fiscal Year 1997 Audit 
(GAO/T-AIMD-98-128, April 1. 19981. 
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must establish stronger controls o\^r these areas to assure government and 
taxpayer funds are properly safeguarded. 

Revenue accounting and reporting . BRS cannot identify the specific amounts of 
revenue collected for certain m^gor tax types at time of remittance. Additionally, 
[RS certifies amounts to be distributed to trust funds based on amounts assessed 
which, for excise taxes, is not in accordance with laws governing their 
distribution. 

Compliance with Federal Financial Management Improvement Act . IRS' financial 
management systems do not comply with the requirements of the Federal 
F^ancial Management Improvement Act of 1996.^ Consequently, IRS' fiiuincial 
management systems cazmot routinely produce reliable financial information for 
management decisionmaking and accountability. 

Computer Security . Controls over IRS' automated systems exhibit serious 
weakiiesses in areas such as physical secuh^, data communications 
management, and contingency planning. As a result, these weaknesses leave the 
IRS vulnerable to unauthorized access, enabling sensitive data and programs to 
be altered or deleted. 

In total, these findings fiame the remaining challenges that [RS still must meet to 
assure that it is able to effectively man^e unpaid assessments; assure its financial 
systems are able to provide accurate, relevant, and timely management information; 
assure that funds are properly safeguarded; and assure its computer systems are 
properly designed and protected. IRS is taking steps to address these issues but 
additional efforts will be required to fully implement corrective measures. 

The following sections outline our findings and related implications from the fiscal 
year 1997 audit for each of the five areas: unpaid assessments, safeguarding of assets, 
financial accounting and reporting, Federal Financial Management Improvement Act 
compliance, and computer systems. We also offer our observations on (1) the 
importance of IRS' preparation of its automated systems to be Year 2000 compliant, 
and (2) potential implications of the IRS Commissioner's proposal for restructuring the 
agency on IRS' financial operations. 


®The Federal Financial Management Improvement Act of 1996 mandates (1) certain 
financial management systems requirements for federal agencies, (2) auditors to report 
on agency compliance with the financial ^rstems requirements, and (3) agency heads 
to correct identified deficiencies within a specified time period. 
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UNPAID ASSESSMENTS 

Unpaid assessments consist of unpaid taxes that IRS has recorded as due to the 
government by taxpayers. Based on federal accounting standards, impaid assessments 
are placed in one of the following three categories: 

(1) taxes receivable, which are taxes due from taxpayers for which the IRS can 
support the existence of a receivable through taxpayer agreement (such as the 
filing of a tax return) or a court ruling favorable to IRS, 

(2) compUance axsessmente where neither the taxpayer nor the court has affirmed 
that the amounts are owed, such as an assessment resulting from an audit of the 
taxpayer, and 

(3) writeoffs, v^ch are any unpaid assessments for which IRS does not expect 
further collections due to factors such as the taxpayer’s bankruptcy, insolvency, 
or death. 

Because only taxes receivable are report^le in the financial statements, it is essential 
for IRS to be able to properly identify the portion of unpaid assessments that are 
receivables. To adetiualely pursue collection of these receivables, IRS must be able to 
readily identify the individual debtors and to support the amounts owed. We found 
that in fact most of IRS' recorded unpaid assessments are not receivables. In addition, 
several weaknesses prevent IRS from routinely identifying and tracking its receivables 
and fix)m providing documentation supporting the amounts taxpayers purportedly owe. 


Are Not — w 

Are UncoUoctlble 


As reflected in the supplemental informacitm to IRS’ fiscal year 1997 custodial 
financial statements, the impaid assessments balance was about $214 billion at 
September 30, 1997. This balance has historically been referred to as IRS’ taxes 
receivable or accounts receivable, even though taxes receivable make up only one 
component of unpaid assessments. 
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Figure 1 depicts the comi>onents of the unpaid assessments balance at September 30, 
1997. 


Pigura 1 : Components of IRS' S214 BilUon 
of Unpaid Asaossmsnts (Dollars in 
Billions) 



Of the $214 billion balance of unpaid assessments, $48 billion represent compliance 
assessments that have not been agreed to by either the taxpayer or a court Due to 
the lack of agreement, these compliance assessments have significantly less potential 
for future collection than those unpaid assessments that are considered federal taxes 
receivable. $76 billion represent write-oflfe, which principally consist of payroll and 
corporate income taxes owed by bankrupt or defimet businesses, including many 
failed financial institutions closed or otherwise resolved by the Federal Deposit 
Insurance Corporation (FDIC) and the former Resolution Trust Corporation (RTC). 

The remaining $90 billion of unpaid assessments represent federal taxes receivable. 
About 70 percent-$62 billion>H)f this balance is estimated to be uncollectible due 
primarily to the taxpayer’s economic situation, such as individual taxpayers who are 
unemployed or having other financial problems. However, IRS may continue 
collection action for 10 years after the assessment or longer under certain conditions. 
Thus, these accounts may still ultimately have some coDection potential if the 
taxpayer’s economic condition improves. Only the remaining percent-about $28 
billion-of federal taxes receivable is estimated to be collectible. Components of the 
collectible balance Include installment agreements with estates and individuals, as well 
as relatively newer amounts due from individuals and businesses who have a history 
of compliance. 

Since traditionally the full amount of unpaid assessments has been equaled with 
receivables, it is significant to note that after years of audit scrutiny, IRS has finally 
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been able to determine that only $28 billion of its total unpaid assessments of $214 
billion-about 13 percent-actually represent collectible taxes receivable. Thus, while 
the Congress and IKS may have been making decisions based on a presumed level of 
taxes receivable due the federal government, in fact only a small portion of that 
balance represented receivables for which collection could reasonably be expected. 
While such Information is necessary for IRS to prepare reliable financial statements, 
on a broader level, good reliable financial data is essential to enable management to 
measure and report on IRS' performance and for the Congress to rely upon for making 
its budgeting decisions. 

In addition, it is also important to note that of the unpaid assessments balance, about 
$136 billion (over 60 percent) represents interest and penalties, as depicted in figure 2, 
which are largely uncollectible. 


Figurt 2: Unpaid Tum and Intaraat and 
PanaRy ComponanU of S214 Billion In 
Unpaid Aaaaaammta (Doltars in Billions) 


Taxas ($76) 


tnmaat vtd PanaMaa ($136) 

Interest and penalties are a high percentage of the balance because IRS continues to 
accrue them through the lO^year statutory collection date, regardless of whether an 
account meets the criteria for financial statement recognition or has any coUectlon 
potential. For example, despite no hope of collection, interest and penalties continue 
to accrue on write-ofEs such as FDIC and RTC cases, as well as on assessments made 
as a result of an audit of the taxpayer where the taxpayer has not agreed to the 
validity of the assessment In fact the overall grow^ in unpaid assessments during 
fiscal year 1997 was wholly attributable to the accrual of interest and penalties, rather 
than to any significant increase in taxes due the government 

We plan to issue a separate report discusang the composition and collectibility of IRS' 
unpaid assessments in more detail. 
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General Le«ltf«»r r^nnnt Separate 
Categories of Unpaid Asaesaments 

Whiie only the taxes receivable portion of unpaid assessments are reportable in the 
financial statements, IRS' gener^ ledger sy^m cannot separate the amount of gross 
or net taxes receivable from total unpaid assessments. Instead, IRS has to use special 
computer programs to extract unpaid assessment data from its master fUes~the only 
detailed record of taxpayer information it maintains-and classify these unpaid 
assessments into the three categories (taxes receivable, compliance assessments, and 
write-oRs). IRS then analyzes those unpaid assessments classified as taxes receivable 
to estimate the amount deemed to be collectible (the net taxes receivable). 

In our prior hnancial audits, IRS attempted to use this approach to determine the 
taxes receivable balance. However, various problems encountered in extracting the 
information as well as errors made in attempting to classify the amounts from the data 
extracted precluded us from determining that the amounts reported were reliable. For 
fiscal year 1997 we were able to determine that taxes receivable as reported in the 
financial statements were reliable, but this was only alter significant adjustments 
totaling tens of billions of dollars were made. Figure 3 below illustrates the level of 
acjustments made Co the fiscal year 1997 master file extractions in order to arrive at 
reliable, auditable amounts for each category. 

Figure 3: Comparison of Unpaid Assessments Before and After Audit Adjustments 


OotM n KAorta 

Taxes 
receivable 

Compbartce 
assessments 

Write-offs 

so $20 $40 SflC uo 1100 $120 $140 

O Before audit adjustments B After audit adjustments 

Sowca: IRS mawifilw mp IRS Iwcal yaif 1997 cualpoal hnancal tfitanwrts 



Note: The adjusted balance of taxes receivable presented above represents the gross taxes receivable 
(does not include the allowance for doubtful accounts). Addidonaily, the original unpaid assessment 
balance of $236 billion was adjusted to $214 billion, due primahly to duplicate assessments 
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Tlie most significant acijustments related to amounts that were originaUy reported as 
taxes receivable or compliance assessments but which were really write-offs. For 
example, 149 of the 626 items we sampled-about 24 percent-that were initially 
identified as taxes receivable in the master files were actually write-offs, and consisted 
primarily of corporate income and payroll taxes® owed by corporations that had been 
defunct for years. Similarly, 23 percent of the compliance assessments we sampled 
were also write-offs. The extensive reliance IRS must place on ad hoc procedures to 
identify actual taxes receivable and the significant ac^^stments necessary to make this 
data rebable raise serious questions about the integrity of unaudited IKS information 
and the ability of IRS to effectively manage its unpaid assessments. 


IRS Lacks a Snbwidia ry Ledger 
To Track Unpaid Asaeasments 

As we have reported in our previous financial audits, IRS does not have a detailed 
listing, or subsidiary ledger, which tracks and accumulates unpaid assessments on an 
ongoing basis. Such a subsidiary ledger could have compensated for the general 
ledger's inability to separate unpaid assessments. Additionally, the lack of a detailed 
subsidiary ledger also impairs IRS’ ability to effectively manage the unpaid 
assessments. 

For example, IRS' current systems carmot ensure that all parties liable for certain 
assessments get credit for payments made on those assessments. Specifically, 
payments made on unpaid payroll tax vrithholdings for a troubled company, which can 
be collectible from multiple individuals, are not always credited to each responsible 
party to reflect the reduction in their tax liability. In 53 of 83 cases we reviewed 
involving multiple individuals and companies, we found that payments were not 
accurately recorded to reflect the reduction in the tax liability of each responsible 
party. For example, in one case we reviewed, three individuals had multijmlUion dollar 
tax liability balances, as well as liens placed against their property, even though the 
tax had been fully paid by the company. 

A proper subsidiary ledger for unpaid ass^ments is necessary to provide 
management with complete, up-t^ate information about the amounts due from each 
taxpayer, so that managers will be in a position to make informed decisions about 
collection efforts and collectibility estimates. This requires a subsidiary ledger which 
makes readily available to management the amount, r\ature, and age of all unpaid 
assessments outstanding by tax liability and taxpayer, and which can be readily and 


^Payroll tax withholdings are comprised of individual income tax withholdings and 
employer and employee withholdings for Federal Insurance Contribution Act (FICA), 
which include Social Security and Ho^ital Insurance taxes. 
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routinely reconciled to corresponding general ledger balances for financial reporting 
purposes. Such a system should also track and make available key information 
necessary to assess collectibility, such as account status, payment and default history, 
and instaillment agreement terms. 

We will be issuing a separate report on this issue. In that report, we will be making 
recommendations to assist IRS in identifying the key components needed for an 
effective subsidiary ledger for unpaid assessments. 

Docnmentation Improvementa 
Are Stm Needed 

We also continued to find in our fiscal year 1997 audit that ISS has problems locating 
and providing supporting documentation for its unpaid assessments, primarily due to 
the age of the items. IRS hss acknowledged problems with documentation and is 
working to make needed improvements in this area We will continue to work with 
IRS in identi^ring ways to improve documentslion. 


VULWERABlLr nRS F.TIfiT Of CONTROLS 
OVER RECEIPTS AND REFUNDS 

Our fiscal year 1997 audit identified vulnerabilities in IRS' controls over both its 
receipts and refunds processes, which raise concerns over IRS' abilily to protect the 
government's money. We found that IRS' controls over the receipt of cash and checks 
it receives directly from taxpayers are not adequate to assure that these payments will 
be properly credited to taxpayer accounts and deposited to the Treasury's general 
revenue fund. To ensure appropriate security over payments received at its lock box’ 
depositories, IRS requires controls such as the use of a surveillance camera to monitor 
staff when they open mail containing cash and checks. However, we fourid that 
controls over cash payments received at the four RS service centers where we tested 
such controls were not held to comparable standards. At these locations, IRS allowed 
individuals to open mail unobserved, relying on them to accurately report amounts 
received, and did not require payments received to be logged or otherwise recorded at 
the point of receipt to immediately establish accountability and thereby deter and 
detect diveiaiotL 


’a lock box is a cash martagement service provided by banks under contract to IRS. 
Using this service, taxpayers mail payments to a post office box or a lock box facility 
where the contract batiks collect the receipts, deposit them in IVeasury's general 
revenue fund, and report the receipts to IRS. 
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In fact, accountability for cash and checks receiv«j at a service center is not 
established until the money has passed through several sets of hands, as illustrated in 
the Attachment to this statement. 

Additionally, during our review we observed at one service center on several 
occasions that payments were being received by personnel who should not have been 
authorized to accept such payments. As a result of these weaknesses, IRS is 
vulnerable to losses of cash and checks received from taxpayers. In fact, between 
1995 and 1997, IRS identified 80 instances of actual or alleged employee embezzlement 
of receipts totaling about S5.3 million. These actual and alleged embezzlements 
underscore the need for effective internal controls over the IRS' service center and 
district office receipts processes. 

We also found that IRS did not have sufficient preventive controls over refunds to 
assure that inappropriate refunds were not disbursed. Such inappropriate payments 
have taken Che form of refunds improperly issued or issued for Incorrect amounts 
which IRS did not identify because of flawed IRS procedures, or fraud by IRS 
employees. For example, we found nine instances where refunds were paid for 
inappropriate amounts. Three of these occurred because IRS did not compare tax 
returns to the attached W-2s fWage and Tax Statement^ at the time the returns were 
initially processed, and consequently did not detect discrepancies with pertinent 
information on the tax returns. As we have reported in prior audits, such 
inconsistencies generally go undetected until such time as IRS completes its document 
matching program,^ which can take as long as 18 months. In addition, during fiscal 
year 1997, IRS identified alleged employee embezzlement of refunds totaling over 
$269,000. IRS is also vulnerable to issuance of duplicate refunds made possible by 
gaps in IRS' controls. IRS reported this condition as a material weakness in its fiscal 
year 1997 Financial Managers’ Financial Integrity Act report 

We will be reporting on these issues in more detail, and our recommendations for 
strengthening controls over receipts and refund processes, in a follow*on report on 
internal control issues at [RS. 


^This program involves matching tax return information with information provided by 
third parties (e.g., 1099, W-2) to identify any differences for further investigation. 
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REVENUE ACCOUNTING AN D REPORTINfi 

IRS is unable to currently determine the specific amount of revenue it actually 
collected for the Social Security* Hospital Insurance,^ Highway, and other relevant 
trust funds. As we previously report^, the primary reason for this weakness is that 
the accounting information needed to validate the taxpayer's Liability and record the 
payment to the proper trust fund is not provided at the time that taxpayers remit 
payments. Information is provided on the tax lehim, which can be received as late as 
9 months after a payment is submitted. However, the information on the return only 
pertains to the amount of the tax liability, not the distribution of the amounts 
previously collected. As a result, IRS cannot ciurently report actual revenue collected 
for Social Security, Ho^ital Insurance, Highway, and other trust funds nor can it 
accurately report revenue collected for individinUs. Because of this weakness, IRS had 
to report FICA and individual income tax collections in the same line item on its 
Statement of Custodial ActiviQ' for fiscal year 1997. However, requirements for the 
form and content of govemmentwide financial statements" require separate reporting 
of Social Security, Hospital Insurance, and individual income taxes collected. 

Beginiung in fiscal year 1998, federal accounting standards" will also require this 
reporting. 

Taxes collected by IRS on behalf of the federal government are deposited in the 
general revenue fund of the Treasury, where they are subsequently distributed to the 
appropriate trust funds. Amounts representing Social Security and Hospital Insurance 
taxes are distributed to their respective trust funds based on information certified by 
the Social Security Administration (SSA).*^ For excise taxes, IRS certifies the amounts 


®The Hospital Insurance Trust Fund (HI) is one of two trust funds comprising the 
accumulated funds of the Medicare program. The other Medicare trust fund is the 
Supplemental Medical Insurance Trust Fund (SMI). Of these trust funds, only HI 
receives distributions &om the Treasury's general revenue fund. 

'"Financial Management: Important IRS Revenue Infomation is Unavailable or 
Unreliable (GAO/AFMD-94-22, December 21, 1993). 

"OMB's EormaLand Instructions for the Form and Content of the Financial 
Statements of the U.S. Government (September 2. 1997). 

'"The Federal Accounting Standards Advisory Board recommends accounting 
standards, and 0MB, Treasury, and GAO decide whether to adopt the recommended 
standards; if they are adopted, the standards dst published by 0MB and GAO. 

"Social Security and Hospital Insurance taxes are required to be distributed based on 
a certification by the Commissioner of SSA. This certification is based on wage 
information maintained by SSA which may be augmented by IRS assessed amounts. 
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to be distributed based on taxes assessed, as reflected on the relevant tax forms. 
However, by law distributions of excise taxes are to be based on taxes actually 
collected. 

We also found IRS did not have adequate controls over its process of certliying excise 
tax distributions to the appropriate trust funds. The lack of flmdamental internal 
controls, such as supervisory review, resulted in a number of errors'^ that affected the 
amounts ultimately distributed to the tn^ ffinds. We found inadequacies in the 
review of excise tax: 

returns received, resulting in taxpayer errors on the returns going undetected; 

- returns processed, resulting in IRS input errors going undetected; and, 

- certifications prepared, resulting in human error in extracting and analyzing data 
from the master file going undetected. 

As a result of these weaknesses, trust funds may not have received the proper amount 
of excise tax revenue during fiscal year 1^7. In fact, these weaknesses were a 
contributing factor in the Department of Transportation Inspector General's qualified 
opinion on the fiscal year 1997 financial statements of the Highway Trust Fund. 


ms SYSTEMS DO NOT 

COMPLY WITH BEWrraEMEfSTS 

Ihe Federal FVtancial Management Improvement Act of 1996 requires auditors 
performing financial audits to report whether agencies' financial management systems 
comply substantially with federal accounting standards, financial ^rstems 
requirements, and the government’s standard general ledger at the transaction level, 
'nie Act's premise is that agencies that satis^ the Act's systems requirements will be 
better positioned to routinely produce complete and reliable financial iidbrmation for 
managing operations and ensuring management accountability. 

In our fiscal year 1997 audit of IRS, we reported that IRS' systems do not substantially 
comply with the requirements of the Act For example, IRS' general ledger does not 
conform to the government standard general ledger at the transaction level. 
Additionally, IRS' lack of a subsidiary ledger for unpaid assessments does not comply 
with federal financial management systems requirements. In many respects, the status 
of IRS' systems mirrors what we found across the federal government As we outlined 
in our report on the fiscal year 1997 consolidated financial statements of the U.S. 


However, generally this certification is based on IRS assessed amounts. 

'*See Ayreed-IIoon Procedures: Excise Taxes (GAO/A1MD-98-78R, February 26, 1998). 
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government, the majority of federal agencies' financial management systems are not 
designed to meet current accounting standards and systems requirements and thus 
cannot routinely provide reliable information for management decisionmaking and 
accountability. 

We have previously reported on many of these issues in our IRS financial audits over 
the years and made recommendations for corrective action. Although IRS has drafted 
a plan of action intended to incrementally improve its financial reporting capabilities, 
which is scheduled to be fully implemented during fiscal year 1999, the plan falls short 
of fully meeting federal financial management system requirements. IRS also has a 
longer range plan to address the financial management system deficiencies noted in 
prior audits and in IRS' own self-assessment During future audits, we will monitor 
IRS' implementation of these initiatives, and assess their effectiveness in resolving the 
issues discussed above. 


COMPUTER SYSTEMS ISSUES 

IRS places extensive reliance on computer systems to process tax returns, maintain 
taxpayer data, calculate interest and penalties, and generate refunds. The huge 
volume of transactions it processes and the decentralized structure of the agency- 
which includes two computing centers, ten service centers, and numerous district 
offices nationwide-make its operations highly computer driven. In addition, the IRS 
Commissioner recently testified that electronic filing of returns and taxpayer use of its 
electronic payment system has significantly increased and usage is continuing to 
grow.'* Consequently, it is critical that IRS maintain effective internal controls over 
these systems. 


' ^ax SYStern s MndpmiMtion: Bluep rint Is a Ciood Start But N ot Yet Sumcientlv 
Complete to Build or Acquire Systems (GAO/AIMD/GGD-98-54, February 24, 1998). 

‘^ Hearing on the 1998 Tax Rptum Filint^ .Spa.son and the IRS Budget for Fiscal Year 
1999. Statement of Charles O. Rossotti, Commi^ioner, Internal Revenue Service, 
before the Committee on Ways and Means, Subcommittee on Oversight, March 31, 

I99S. 
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ControlB Over Compntcr 
Security Are Inadeqnate 

We previously reported that IRS had serious wealoiesses in the controls used to 
safeguard its computer systems, facilities, and taxpayer data.‘^ Our review of these 
controls as part of our audit of IRS' fiscal year 1997 custodial financial statements 
found that overall controls continued to be ineffective. IRS' controls over automated 
systems continued to exhibit significant weaknesses in areas such as physical security 
and data communications management These weaknesses can allow unauthorized 
individuals access to critical hardware and software where they may intentionally or 
inadvertently add, alter, or delete sensitive data or programs. We have found that 
such weaknesses are widespread throu^out the government, as discussed in our 
report on the fiscal year 1997 consolidated financial statements of the U.S. 
government. 

IRS recogruzed these weaknesses in its fiscal year 1997 Financial Managers' Financial 
Integrity Act report and has corrected a significant number of the computer security 
weaknesses identified in our previous audits. Additionally, IRS has centralized 
responsibility for security and privacy is^ies and added staff in this area. IRS 
informed us it plans to substantially address the remaining weaknesses by June 1999. 
However, until corrected fully, IRS' automated systems remain vulnerable to losses, 
delays or interruptions in service, and compromise of the sensitive information 
entrusted to IRS by taxpayers. We are continuing to review IRS' efforts in this area, 
and plan to issue separate reports, by IRS location, on computer security issues we 
identify, along with recommendations for corrective action. We will also follow up on 
these issues as part of our fiscal year 1998 financial audit 

SngfgM of IRS' V^ar 2000 
Efforts U Critical 

It is critical that IRS successfully address its Year 2000 computing problem. The Year 
2000 problem is rooted in the way dates are recorded and calculate in many 
computer systems. For the past several decades, systems have typically used two 
digits to represent the year in order to conserve on electronic data storage and reduce 
operating costs. With this two-digit format, however, the year 2000 is indistinguishable 
from the year 1900. As a result, systems hardware and software (system and 
^plication) that are date dependent may generate incorrect results, or fail to work at 
all, when processing years after 1999. We have reported this issue as a 


‘^Sec Financial Audit Examinatio n of IRS' EiscaLYear_199 6 Custodial Financial 
Statompnte (GAQ/AIMD-98'18. December 24, 1997), and IRS Systems Security: Tax 
PmroMiny Operations an d Data StiU at Risk Due to Serious Weaknesses (GACVAIMD- 
97-49, y^ril 8, 1997). 
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govemmentwide high risk area,'^ and the President has designated it as a priority 
management objective. In addition, we discussed this as a serious govemmentwide 
issue in both our report on the fiscal year 1997 consolidated financial statements of 
the U.S. government and in a recent hearing before this subcommittee. 

IRS has one of the largest conversion efforts in the civilian sector underway. IRS' goal 
is to complete all renovation efforts scheduled for completion by January 1999 in 
order to ^ow a full year of operational testing. However, with less than 21 months 
remaining, the task of completing renovation and testing on time is formidable. If IRS 
is unable to make its mission-critical systems Year 2000 compliant, IRS could be 
rendered unable to properly process tax returns, issue refunds, correctly calculate 
interest and penalties, effectively collect taxes, or prepare accurate financial 
statements and other financial reports. We are working with the Congress and the 
executive branch to strengthen our nation's Year 2000 efforts, including those of key 
sectors of our nation's economy as well as the associated efforts of key federal 
agencies. We specifically plan to review the effectiveness of IRS' Year 2000 program 
in coi\junction with our fiscal year 1998 financial audit 


COMMENTS ON IRS RESTRUCTURING 

Over the past decade, IRS has proposed and iiudaxed many efforts aimed at 
reengineering its business processes and modernizing its computer ^tems. Some of 
these efforts have resulted in improvements in the way IRS conducts its business and 
deals with taxpayers. Nonetheless, it is widely recognized that much more needs to 
be done. 

Commissioner Rossotcl recently announced his plans for modernizing the IRS. The 
overriding concept of the plan is to change the IRS from an internally-focused 
organization to one that emphasizes assistance to taxpayers in complying with the tax 
Laws and erwires the fair treatment of taxpayers. While IRS has announced many 
plans for restructuring and modernization over the past decade, Mr. Rossetti's plan 
appears to go Car beyond past proposals by, among other things, changing IRS' 
organizational structure to reflect a new focus. The Commissioner has categorized his 
proposed changes into several key areas, among them (1) an organizational structure 


*^ High Risk Series: Information Management and Technology (GAO/HR-97'9, February 

1997) . 

‘ ^ear 2QQQ Computing Crisis: Str ong Leadership and Effective Public/Private 
Cooperarion Needed to Avoid Major DisniPtions (GAO/T-AlMD-98-101, March 18, 
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built around tascpayer needs, (2) balanced performance measures, and (3) new 
technology. 

OrganiMtional Structure Emit 

AwMd-TMPuyer Ncedfl 

IRS currently has three separate kinds of oi^anizations, spread over 43 organizational 
units, that use several separate computer ^sterns to support their activities. Under 
the Commissioner's proposed changes, IRS would be reorganized into four units, each 
serving a different group of taxpayers: (1) wage earners, (2) sole proprietors and 
other small businesses, (3) large corporations, and (4) tax-exempt entities. Under the 
proposal, each group of taxpayers would be the complete responsibility of a business 
center, from the processing of returns to collecting delinquent taxes. 'n\e 
Commissioner's proposal is based on the belief that different groups of taxpayers need 
very different types of assistance and programs to be compliant and that tax 
administration needs to recognize this to meet those needs. 

While the implementing details of his proposal are not yet in place and, consequently, 
we have not evaluated the proposal in detail, this would appear to make sound 
business sense. If implemented, an organizational focus on taxpayers could bring 
together different functions such as customer service and collections to target those 
taxpayers that are noncompliant and better ensure that IRS is treating compliant 
taxpayers fairly. 

Meaanres of Performance 

'Hie Commissioner's plan emphasizes the importance of having measures of 
organizational performance that balance customer satisfaction, business results, 
employee satisfaction, and productivity. The intent is to provide incentives for 
serviceK>riented, as opposed to inappropriate, behavior toward taxpayers, which is in 
line with the plan's overriding concept As IRS refines its performance measures, 
getting stakeholder involvement is important Stakeholders, including the Congress, 
the executive branch, and other interested parties, could help IRS as it devises 
performance measures. Conceived in this way, the measures would enhance IRS' 
abiliQr to make informed decisions about how to allocate its resources between the 
competing demands of taxpayer assistance and enforcement 


Ihe Commissioner's plan notes that a key factor limiting IRS' ability to modernize its 
business practices is the extent of deficiencies that exist in IRS' computer systems, 
which significantly Impact the ^Uity of these systems to support IRS' mission and 
goals. The plan points out, however, that the new business practices and 
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organizational structure provide a basis for completing and implementing the modem 
systems outlined in IRS' recently issued technology modernization blueprint 

As we have reported many times, existing IRS systems do not provide ready access to 
needed information and, consequently, do not adequately support modem work 
processes. Modernized systems would ^gnificantly assist IRS in carrying out its 
mission. However, it is important to note that the systems architecture and 
sequencing plan outlined in the modernization blueprint issued by IRS in May 1997 
was premis^ on the agency's concept of business operations and related business 
requirements that existed at that time. To the extent that the Commissioner's 
organizational restructuring alters these business operations and functions, the 
architecture and sequencing plan may need to be modified. 

Moreover, as we reported in February 1998,^ the modernization blueprint's business 
requirements, systems architecture, and sequencing plan have yet to be validated using 
defined, implemented systems life cycle processes. Such validation is essential to 
ensure that IRS' modernization plans are complete and correct In light of the 
Commissioner's planned restructuring of the agency, the need for such validation of 
the blueprint is even more acute. Therefore, we reiterate our recommendation that 
IRS validate the business requirements, architecture, and sequencing plan using the 
completed and implemented systems life cycle processes. 

(dHigfftflndIng Fioinriii Managtiaem 

laanea Moat StUl Be Addreaaed 

Ihe Commissioner has brought in the consulting firm of Booz, Allen, & Hamilton to 
validate the ccmcept of his proposed restructuring plan in terms of risk, cost and 
impact on customers, both external and internal. However, it is important to note that 
a key to the IRS' ability to effectively cany out its mission is sound financial 
management This requires strong financial management ^steins and internal controls 
to ensure that information used in decisionmaking is routinely available and is reliable. 
This holds true under IRS' existing structure as well as the focus and structure of the 
organization as envisioned in the Commissioner's plan. Consequently, for the 
Commissioner's restructuring plan to be successful, it is critical that the longstanding 
internal control and systems weaknesses we have identified in our audits, as well as 
the new issues identified during our fiscal year 1997 audit, be fuDy addressed and 
corrected. It is only through such actions that IRS will be able to routinely and timely 
produce reliable information necessary to fiilfiU its mission. This will prove to be a 
significant challenge for IRS, as many these issues are complex and do not lend 
themselves to short-term solutions. 


^ax Svsteq i^ MnrfpmiMrinn- Rln gprint Is a G ood Start But Not Yet S nffi«-ipnfJv 
Complete to Build or Acquire Systems (GAO/ABilD/GGD'98-54, February 24, 1998). 
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Our hope is that the business goals of the new IKS Commissioner coupled with 
continued Congressional oversight will change the agency culture to recognize the 
critical importance of resolving IRS' financial management issues. Commissioner 
Rossotti recently testified that IRS has a new focus and fundamental commitment to 
customer service, and his proposed plan to restructure the IRS emphasizes this new 
focus and commitment However, IRS cannot «!hieve excellence in customer service 
without lasting improvements in its financial management. We look forward to 
continuing to work with the IRS on long-term solutions to these problems. 

Mr. Chairman, this concludes my prepared statement I would be pleased to answer 
any questions. 


(919212) 


Page 16 


GAO/r'AIMiyGGD'98'138 IRS Financial Management 



206 


ATTACHMENT 


ATTACHMENT 



Page 19 


GA(Vr-AlMD/GGD-98-138 IRS Financial Management 





207 


Mr. Horn. Well, let me ask Mr. Musick. Having heard, and read 
I am sure, the GAO analysis here, do you have anything you would 
like to contribute to the record to broaden our understanding of 
this? And, we appreciate very much your coming back for this. 

Mr. Musick. Thank you. Not really. I think what I would say to 
you is that I agree with what GAO has to say. The difficulty that 
the IRS has had in the past, and I have tried to encourage the 
auditors and the folks in the IRS, is that we had to take a two- 
pronged approach to this. We had to figure out a way that we could 
extract data so it could be audited and the numbers could be reli- 
able. I think we are at that point now. The difficulty is that the 
Commissioner has recognized, and Mr. Dodaro and others have rec- 
ognized, that we are talking about modernizing a tax system to do 
things that it was never designed to do, and if we can’t get the 
numbers reliable, then there is no need to continue to do an audit 
until this modernization is done, because there is just no way we 
could figure out how to do that. 

So I think it is important to understand that we are at the first 
step here, and we need to get the numbers correct and say that the 
numbers are reliable, but I agree with everything that has been 
said by Mr. Dodaro. The systems need to be modernized; they need 
to capture detailed transaction data; there needs to be an audit 
trail when that data comes into the system and back to the master 
file. 

Mr. Horn. You heard the exchange Mr. Kucinich had on com- 
puter security and I had one on non-computer security. Do you 
have any words of wisdom based on other governmental experi- 
ences as to how these two problems can be solved? 

Mr. Dodaro. The problems that IRS experienced, as I was here 
a couple of weeks ago talking about governmentwide computer se- 
curity issues, are very similar at other agencies, both in physical 
security as well as in the computer security area. We have made 
literally hundreds of recommendations to IRS, and they are about 
halfway through implementing many of our recommendations. 
They are beginning to get a handle on the physical security as well. 

A big problem that has been highlighted in the computer security 
that the financial audits have spotlighted has been the issue of 
browsing taxpayer files. That issue of unauthorized access by cur- 
rent IRS employees has been a particular problem area that they 
need to get control over, and we will also be doing some penetra- 
tion testing of IRS’s vulnerability to intrusion by outside computer 
hackers, as Congressman Kucinich mentioned. But they have a 
good road map. We certainly have provided them with a number 
of recommendations, and they do finally have an organizational 
structure focused on security, which has been one of our big rec- 
ommendations that has been outstanding for a number of years. 
They have filled that hole and now they are filling in all the detail. 
But it is going to take a considerable amount of work. Also, it is 
very important to address the computer security area in the mod- 
ernization blueprint, they have a well-defined security architecture. 
That is one of the things they haven’t outlined yet, but I know the 
Commissioner is committed to do that. 

Mr. Horn. Now, all of the rest of you from GAO listened to the 
exchange between the Commissioner, the former Chief Financial 
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Officer. Ms. Willis, do you have any thoughts, given your area of 
jurisdiction, which is Director of Tax Policy and Administration 
Issues in the General Government Division? 

Ms. Willis. Mr. Chairman, what I would emphasize is a point 
that Mr. Dodaro made, and that is successful restructuring of IRS 
on a programmatic level, as well as the ability of GAO, the Con- 
gress, and the American public to do oversight and to understand 
IRS programs is dependent on IRS fixing its financial systems. We 
need to have good quality, timely data to be able to understand 
why problems are occurring and how to fix those problems. Fre- 
quently within IRS the problem cannot be fixed where it occurs, 
but it has to be fixed much, much farther upstream in the process. 
Right now we frequently don’t have the data that would allow us 
to decompose a problem and resolve it and prevent it from happen- 
ing systemically. So until these systems are fixed, we are going to 
he handicapped. 

Mr. Horn. Mr. Kutz, you are Associate Director for Government- 
wide Accounting and Financial Management in the Accounting and 
Information Management Division of the General Accounting Of- 
fice. Would you respond to what you have heard the Commissioner 
say, the Chief Financial Officer say? 

Mr. Kutz. Mr. Ch 2 iirman, I would like to make a couple of obser- 
vations on the unpaid assessment chart that Mr. Dodaro spoke 
about. We talked to Mr. Musick about this several times, the com- 
position of the pieces of the pie that you see up there. 

One important observation I would make overall is that the IRS 
does not choose the customers essentially that are included in the 
inventory of unpaid assessments. By definition the folks in there 
are bad credit for the most part. We looked at a sample of 730 dif- 
ferent items, and Mr. Sebastian and I looked at every one of those 
together between us, and we found some very interesting insights 
that help explain why the IRS is only able to collect 13 cents on 
the dollar. We can get into some of that in detail if you would like. 

Mr. Horn. I would like it, because I will tell you, as the average 
taxpayer, including this average taxpayer, takes a look — as I did 
several years ago, that I mentioned earlier — at where over $100 bil- 
lion had been written-off essentially since 1990, and where there 
was another pot where they said oh, we can collect the other about 
$64 billion, and I think your chart well shows that it is a little bit 
of dreaming to think that you will get that much money out of this. 
You might want to explain that in some detail so we all understand 
it. 

Mr. Kutz. All right, let me go through a couple of the different 
pieces of pie. I have some details with me to walk you through 
that. First of all, with regard to the amounts considered collectible, 
the $28 billion, I will give you some of the details of what we saw 
in our sample of 730. We saw 80 cases in there of the 192 that had 
some collectibility that were installment agreements. These install- 
ment agreements were primarily with individuals, businesses, and 
there were also some estates. 

Of these 80 items, 16 were estate cases that were generally 100 
percent collectible; 61 of the cases were individuals that had en- 
tered into installment agreements with the IRS, and the other 3 
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represented corporations. We saw some or all of these cases as 
being collectible. 

We saw 36 cases in our sample where the taxpayer had, subse- 
quent to our sample pull, actually paid in full or in part the taxes 
that were owed. Of course, we considered those cases to be collect- 
ible, since the money was in the door. 

We saw 17 cases where the taxpayer had a history of allowing 
the IRS to do a refund offset, where in the current year the tax- 
payers had a refund due and the IRS offset that refund against the 
past taxes due. So we projected refund offsets forward for the cases 
and found some collectibility there. 

The final area where we saw some significant collectibility was 
for taxpayers that had a recent history of compliance. Established 
corporations were 10 of them were very large established corpora- 
tions, and other individuals that were having a history of compli- 
ance. So that was what I saw in, and Mr. Sebastian and I saw, in 
that sliver with the $28 billion. 

Let me give you a couple of details in the other piece, the 
uncollectible tax receivable. This is quite interesting. There were 
267 taxes receivable items we found that had no collectibility. Of 
these 267, we saw 75 that were considered hardship cases by the 
IRS, where the IRS had deemed that the taxpayer had insufficient 
revenue or assets to pay the taxes and thus was not pursuing col- 
lection. 

We saw 41 instances of the trust fund recovery penalties — which 
has been mentioned several times today — where individual officers 
had been assessed the amounts that the corporations owed, and 
that we considered in our sample to be uncollectible. We did not 
see evidence of money coming in the door for those. We saw 21 in- 
dividuals that were in bankruptcy, and we saw 15 sample items 
where the assessments resulted from illegal acts. These were high 
dollar cases and the individuals were often in prison. Some of these 
illegal acts, which are taxable and involve multiple penalties, in- 
cluded drug trafficking, embezzlement, prostitution, international 
arms dealers, real estate fraud and other tax fraud. So, again, this 
is something that is a little bit different than your normal private 
sector accounts receivable. 

We also found 10 sample items where the IRS could not locate 
the taxpayer. These details give you a flavor of the different compo- 
nents of the $62 billion and the $28 billion that made up the taxes 
receivable. 

Mr. Horn. Thsmk you. I now yield 10 minutes to the gentleman 
from Ohio, Mr. Kucinich. 

Mr. Kucinich. Thank you very much, Mr. ChairmEui. I would 
like to continue with Mr. Kutz’s observations here, and get into a 
more detailed discussion of the testimony where you talk about 
components of IRS’s $214 billion of unpaid assessments in the pie 
chart represented here. 

Let’s go around this pie chart again. 

Mr. Kutz. ok. 

Mr. Kucinich. First of ail, $76 billion in write-offs. 

Mr. Kutz. Yes. 

Mr. Kucinich. In plain language, what does it mean when you 
write off a debt? 
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Mr. Kutz. In the private sector it means you write it off the 
books. In this case, the IRS is required to keep writeoffs on the 
books for 10 or more years by statute. So IRS is keeping writeoffs 
on the books. Write-offs is basically something that is uncollectible, 
but because of the requirement to keep it on the books, it is still 
there. 

As Gene mentioned, there are FDIC and RTC cases in writeoffs 
that have absolutely no hope of collection. For the most part, 148 
or so of the sample items we saw were corporations that had been 
defunct, most of them had been defunct since the late 1980’s. 

Mr. Kucinich. For example, if a corporation becomes defunct, do 
you track if the incorporators go back into business and start a new 
company? Do you ever pursue those individuals for the back taxes, 
or if they go in as incorporated, is it simply uncollectible and you 
don’t go after the individuals? 

Mr. Kutz. Are you talking about the trust fund recovery pen- 
alties you talked about earlier with the IRS folks? 

Mr. Kucinich. Right. 

Mr. Kutz. We did see a number of instances where individuals 
who owned these corporations had multiple corporations that had 
defaulted on their payroll taxes. We saw one case where there were 
eight different modules that were outstanding from three different 
corporations for one individual. We saw a number of other cases 
where an individual business owner had several payroll taxes that 
were outstanding for different corporations. 

So as the IRS had said earlier, they kind of move around and 
start up businesses and then they don’t pay their taxes. So there 
are multiple offenders. 

Mr. Kucinich. For some people it is a way of doing business. 

Mr. Kutz. It appears so, yes. 

Mr. Kucinich. How widespread is it? Can you put numbers on 
it in terms of the number of cases? 

Mr. Sebastian. There were 83 cases involving trust fund recov- 
ery penalties, in 17 of these cases which we saw officers in essence 
withholding the payroll taxes multiple times, talking 17 of 83 cases 
that we reviewed. 

Mr. Kucinich. What happens when payroll taxes aren’t paid? 
What typically happens in those cases? Who is liable? 

Mr. Kutz. The corporation, of course, is liable, but the IRS is also 
able to assess officers for the unpaid amounts withheld from indi- 
viduals for Social Security, hospital insurance and individual 
withholdings. So there are multiple assessments that are outstand- 
ing with the business and the officers of the corporation. That is 
one of the things. The initial pie that we had was $236 billion. 'The 
reason that the pie is $214 billion is that there were duplicate as- 
sessments in the IRS system that we wrote off as part of our audit. 
That related primarily to the trust fund recovery penalties. So the 
IRS can really only collect the money once, but it was on the books 
in some instances 4 or 5 times. 

Mr. Dodaro. The other important note here is a lot of what is 
in that pie chart are interest and penalties that keep accruing on 
old debt. Some of the debt, and the write-offs, for example, goes 
back to the late 1980’s, 1990 timeframe. Indeed of the total of the 
$214 billion assessments, about $136 billion of that are interest 
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and penalties, and not the original debt or the taxes that are as- 
sessed. So the growth in this unpaid assessments category is large- 
ly driven by the interest and penalties. 

Mr. Kucinich. So in putting a dollar amount, that figure of $76 
billion in write-offs would be corrected to about $30 billion then, is 
that correct? 

Mr. Dodaro. If you eliminated the interest and penalties. 

Mr. Kutz. That is a fair assessment. 

Mr. Kucinich. It is still a significant amount of money. To go 
back into it, who makes the decision as to whether a debt is writ- 
ten off or not? 

Mr. Dodaro. Basically, in this case, the absolute term of a write- 
off, in the sense that it is not pursued any more is governed by the 
legal statute of 10 years. Once that 10-year period has elapsed, IRS 
decides what to do at that point, at that point. What we are doing, 
working with IRS to prepare the financial statements and then to 
do the audit, is to provide a financial accounting of exactly what 
the nature of this inventory is, and what can be realistically ex- 
pected to be received. So the terminologies we are using here are 
imbedded in the new accounting standards that have been put in 
place to make sure that the decisionmakers and the Congress and 
IRS have accurate information. 

There has been a litany of assumptions made in the past years 
that the large part of this inventory would be actually collectible, 
and there have been pursuits to try to do that. The big point I 
would emphasize, which is very similar to what the Commissioner 
emphasized here, is that there has to be earlier identification and 
collection. A lot of these cases in here are several years old, where 
people can’t be located, where there has been failures of the cor- 
poration, and basically IRS’s ability to collect that old debt dimin- 
ishes as time elapses. IRS needs better information so it can age 
these and then attack the ones that are most recent. 

Mr. Kucinich. There is a point at which you pursue legal action 
to collect, right? You go to court, you file liens? 

Mr. Kutz. Correct. Most of these corporations that are in the $76 
billion have been through bankruptcy court and now they are de- 
funct. There is nothing left to get. These amounts are completely 
uncollectible. 

Mr. Kucinich. Fine. But, you know, you have explained that. 
The question I have though is that if you filed some legal process, 
the names of the corporations become public record, correct? 

Mr. Kutz. I can’t answer that question. 

Mr. Kucinich. Does it? 

Mr. Dodaro. I would have to check. Do we have attorneys with 
us? 

Mr. Kucinich. I think it comes to this, if there are corporations 
who are avoiding paying millions of dollars in taxes, and they avoid 
all of the processes that you use to try to collect, is there any way 
that these corporations can be made known publicly, that the prin- 
cipals can be made known? So we can see if they are trying to do 
business with the government again? If we are setting them up in 
business or anything like that? Is there any way to know? You 
don’t know? 
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Mr. Musick. I don’t know if I can answer that question, but let 
me just clarify something, because I am not too sure that this is 
a collection issue. What they have defined here is 

Mr. Kucinich. Excuse me, I understand. Let’s say that I under- 
stand it is not a collection issue, but it is an issue of accountability 
for the people, even though you can’t collect the debts. I under- 
stand that. You have well established there are debts you cannot 
collect. What I am asking is coming from a different direction. 

Who are these people who beat the taxpayers out of billions of 
dollars? Or millions in some cases, and can we find out? Is there 
a list of corporations available? Can we find out? We can stop these 
people from doing it all over again and stiffing the taxpayers and 
maybe getting government contracts and becoming a wealthy per- 
son at the expense of the taxpayers on the one hand with govern- 
ment resources, and on the other hand not paying their taxes? How 
do we stop this? 

Ms. Willis. Congressman, under section 6103 of the Internal 
Revenue Code, that information cannot be released. It is protected 
as taxpayer data and the fact that someone, a taxpayer, be that a 
corporation or an individual, owes the government tax dollars is 
protected information. 

Now, if it goes into a bankruptcy court where there is a public 
record, where this is an outstanding liability, you have more infor- 
mation available. But right now as the statute is written that infor- 
mation is protected. 

Mr. Kucinich. I am all for privacy. I think privacy is a fun- 
damental American right. But we are talking here about 10 years 
past collection, uncollectible debts. Do you keep a list of people who 
have gone into bankruptcy where the name becomes public? 

Ms. Willis. No. I am saying the Internal Revenue Code would 
have to be changed to allow this information to be made public. 

Mr. Kucinich. Mr. Chairman, you know, it may be that since we 
have identified an area of vulnerability here, and we have identi- 
fied that there is a scam, one of many scams that goes on as a way 
of trying to avoid paying taxes, then this might be a relevant area 
to look at the code, to find out if after a certain period of time peo- 
ple haven’t paid, it is uncollectible, if that information then be- 
comes public. 

I mean, if people don’t pay their real estate taxes back in coun- 
ties across the country, their name can be printed by the county 
auditor in the newspaper for a couple hundred bucks. And yet 
someone can claim a sacrosanct privacy if 10 years later they stiff 
the government for millions? I don’t think so. If it is that way, I 
think this might be an opportuinity for us to look at the code and 
to change it. We need to know who these people are, so they aren’t 
doing it to us again. 

Mr. Horn. I completely agree with the gentleman. In the Debt 
Collection Act, which we authored and became law 2 years ago, we 
had to leave out the IRS because it is under the jurisdiction of the 
Committee on Ways and Means. 

Now, doing that — and that is where the privacy thing came 
from — I am sure was in good faith. But the fact is, if you got them 
under the Debt Collection Act, every time they applied for a gov- 
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eminent benefit, that would now be caught and they wouldn’t get 
that government benefit if they owed the government money. 

That is what started us in this debt collection effort. When we 
saw what IRS had written-off under the previous administration of 
IRS, and I am talking pre-Commissioner Rossotti, I thought it was 
a national scandal. But apparently some committees here don’t, 
and we are just going to have to urge them again. 

Some of that got back to the pilot program in IRS on debt collec- 
tion, and I wonder if you could tell us what you know about that. 
The last I knew, Mr. Kolbe’s subcommittee on appropriations, that 
has jurisdiction over their funding, mandated on behalf of myself 
and Ms. Johnson of Connecticut, who heads the Oversight Commit- 
tee on Ways and Means, that there would be a pilot project. As I 
remember, one bundle of the pilot project which I thought was an 
absolute phony by IRS was 5-year-old debt. You have got to start 
in the first 30 days, as I have been saying, 30, 50, 60, whatever, 
and followup, and not let it age, as the point was made, so that 
they think it is a grant. It is unbelievable. They just think, oh, 
well, nobody cares, why should I pay it? 

Well, it means you better get a decent collection effort. And it 
means IRS has its role to do it in 30 days, I would say, maybe 60 
at the most, and then turn it over to private collectors. I listened 
to a lot of nonsense from the previous administration of the IRS 
that that would affect a privacy law. 

I said look, as I said earlier today, just give them the address 
and what they owe the taxpayers of the United States. 

Mr. Dodaro. There were a lot of problems with that pilot, Mr. 
Chairman. I am going to ask Ms. Willis to explain that. She has 
been doing in-depth analysis of the pilot since its inception. 

Ms. Willis. Mr. Chairman, basically the Congress appropriated 
money for three pilots at IRS, only one of which was ever started. 
And as we got into that pilot, we recommended, with the agree- 
ment of the IRS Commissioner, that that pilot be stopped because 
it was running into a variety of problems from a systems perspec- 
tive, a legal perspective, and an operational perspective. We have 
since gone in and looked at the pilot, briefed you and Chairman 
Kolbe and Chairman Johnson on that pilot, which was very lim- 
ited. One of the restrictions placed around the pilot was that they 
could only pilot the collection of debt by private parties that IRS 
otherwise would not be working with. So these tended to be older 
accounts. They also tended to be smaller accounts. 

Since that time, we have been charged with working with IRS to 
redesign a pilot, and basically, based on our look at IRS systems 
and working with the new Commissioner, we have come to the con- 
clusion that until some of the basic problems with IRS’s processes 
are fixed, it is going to be very difficult to design a pilot that will 
tell us anything about the use of private debt collectors that we can 
take forward in terms of putting firm programs into place. 

Let me point out one of the issues that is very, very critical, and 
it gets back to the timeliness problem. Right now a big part of the 
problem with the debt is not how long it has been delinquent, but 
how long it took IRS to actually assess the additional tax after the 
tax return was filed. So that by the time the taxpayer is aware 
they owe additional tax, a substantial period of time has passed. 
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sometimes 2 to 3 years, and at that point there is interest, there 
are penalties, and there is a great deal more money owed than 
there would have been had it been assessed earlier in the process. 

Shortening that assessment timeframe is critical to resolving the 
collection problems that the private debt collectors faced in this 
pilot. There has to be recent tax year debt that has gone out for 
collection soon after being declared delinquent as well. There are 
ways to shorten all of those processes, but they are going to require 
major reengineering efforts. 

Mr. Horn. Did the GAO review Commissioner Rossetti’s plan for 
restructuring IRS? 

Mr. Dodaro. We have taken a look at it. At this point, as you 
know, it is a high level concept statement, and we are, like a lot 
of other people, awaiting additional details. We will take a closer 
look at it as the specifications become more available. But as a gen- 
eral proposition, as I mentioned, it has a lot of merit in terms of 
realigning by different types of the taxpayer. 

Mr. Horn. I do, too. I wanted to pick up on Ms. Willis’ point. 
Was GAO satisfied, in the assessment of certain taxpayer’s filings, 
that the debt collection apparatus is apparently hinging on the 
time it takes to record that assessment? And if they procrastinate, 
I am not saying anybody is doing anything evil, I am just saying 
their system may not be geared now to record the assessment 
quickly. It seems to me, in the Commissioner’s restructuring, that 
is a very basic point for him to deal with. 

Is that correct, Ms. Willis? 

Ms. Willis. 'That is correct. And it is also a point that he recog- 
nizes and a point that is critical around the structuring of the sys- 
tem to address groups of taxpayers. Part of the reason that that 
issue has not been addressed to date is the functional nature of 
IRS’s orgemization. The people in collections have never had any 
accountability or responsibility for the assessment process and vice 
versa. The fact that it took this long to assess was not in any way 
reflected in the returns processing or the exam functions perform- 
ance measures. It became a problem for collections. 

So if we have a structure that is built around different categories 
of taxpayers, properly implemented, what it should allow us to do 
is go in and look at where the problems are occurring — and it does 
vary by type of taxpayer — and design strategies for intervention to 
prevent problems as well as to get the taxes assessed more quickly, 
design the specific systems to do that, and to resolve the problems 
that end up right now sitting in collections. 

Mr. Dodaro. The other aspect of that, Mr. Chairman, is the mod- 
ernization blueprint that the Commissioner mentioned. That is in 
its high level descriptions, but as it moves on you need to define 
the business requirements and have those validated so they will 
support the new restructuring proposal. It is really paramount that 
it gets done properly. We have made recommendations, which the 
Commissioner has agreed to implement, to do that as the specifics 
of the restructuring proposals u^old. 

Mr. Horn. Mr. Musick, is there anything you can enlighten us 
with about the collection pilots that occurred? I believe you were 
Chief Financial Officer then. 
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Mr. Musick. Yes, but that really comes under Mr. Dalrymple’s 
area, who left. It was under the collection function. Really, my 
dealing with collection data is to get into what the data is when 
we pulled it out for the financial audit. I think what GAO has iden- 
tified here and is just a simple change in wording to the words “un- 
paid assessments.” We used to call that accounts receivable dollar 
inventory, and everybody focused on the words “accounts receiv- 
able.” It really isn’t accounts receivable as we would think of it. 

[The information referred to follows:] 
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The Internal Revenue Service (IRS), as a pilot agency under the CFOs Act of 1990, has prepared 
financial statements and subjected them to audit since 1991. Initially, the IRS received 
disclaimers of opinion on its financial statements from the General Accounting Office because 
its records were not suitable for audit. The IRS undertook substantial efforts to improve the 
quality of its records and was recently rewarded through the receipt of an unqualified opinion 
from the GAO on its 1 997 financial statements. This is a substantial achievement. The revenue 
of the Federal Government has now been audited and this is a giant step toward the 
Administration's goal of obtaining an unqualified opinion on the consolidated financial 
statements. 

However, the GAO found that IRS accounting systems are not sufficient for a timely accounting 
of amounts due to the government. Nevertheless, actions taken by the IRS to improve receivable 
records in response to the audit of prior year financial statements are credited with an increase in 
collections of delinquent taxes. While the ultimate solution to the receivable issue rests in 
systems modernization, a long-term initiative, the IRS has stated its commitment to remedial 
efforts to address the issue to the extent practicable. Given the IRS’s accomplishment for 1997, 
its commitment to resolving this matter is not in question. 
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Mr. Horn. I wanted to thank you for coming back and sharing 
some of those insights with us. The staff on both the Democratic 
and the Republican side will have a few questions to submit to this 
panel. If you would, you are still under oath, give us as succinct 
an answer as you can. We would like to put them in the record at 
this point without objection. 

I am particularly pleased that both GAO and IRS were able to 
connect this year, and they got a favorable opinion, and that is im- 
portant. In 1993, when a lot of us on this committee looked at this 
situation, we said there are two agencies for sure we knew in 1998 
that wouldn’t make it. One was the Department of Defense and the 
other was IRS. Well, you surprised us. IRS made it, and I am sure 
that is thanks to you and a lot of people. Art Gross, the Chief Infor- 
mation Officer, and others over there. 'The Department of Defense, 
we will be dealing with tomorrow morning. 

So, in other words, DOD has had 2 years to try and match the 
$25 billion up with acquisition and inventory. We will have that 
session tomorrow. I don’t know if GAO is coming. I think you are. 

Mr. Dodaro. I will be here tomorrow, Mr. Chairman. 

Mr. Horn. You are always looking for $25 billion, wherever you 
can find it. So are we. But, if you have no other comments you 
want to make on Mr. Rossotti’s statement, as far as I am con- 
cerned, we can move to the next panel. We again thank you all for 
coming and we appreciate the excellent advice you have given us. 

[Note. — ^The GAO report entitled, “Financial Audit — ^Examina- 
tion of IRS’ Fiscal Year 1997 Custodial Financial Statements,” may 
be found in subcommittee files.] 

Mr. Horn. We now have panel III, Mr. Stefan Tucker, the chair- 
man-elect, Section on Taxation, American Bar Association, and we 
have Mr. Michael Mares, the chair of the Tax Executive Commit- 
tee, American Institute of Certified Public Accountants, and we 
have Mr. Thomas H. Stanton, chair. Standing Panel on Executive 
Organization and Management, National Academy of Public Ad- 
ministration, and Mr. Stanton will be accompanied by Mr. Herbert 
N. Jasper, member. Standing Panel on Executive Organization and 
Management, National Academy of Public Administration. 

Gentleman, you know the routine. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that all four witnesses have af- 
firmed. We will just go down the line in the order they are on the 
agenda. Mr. Stefan ’Tucker, chairman-elect. Section on Taxation, 
American Bar Association is first. 
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STATEMENTS OF STEFAN TUCKER, CHAIRMAN-ELECT, SEC- 
TION ON TAXATION, AMERICAN BAR ASSOCIATION; MI- 
CHAEL E. MARES, CHAIR, TAX EXECUTIVE COMMITTEE, 
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNT- 
ANTS; AND THOMAS H. STANTON, CHAIR, STANDING PANEL 
ON EXECUTIVE ORGANIZATION AND MANAGEMENT, NA- 
TIONAL ACADEMY OF PUBLIC ADMINISTRATION, ACCOM- 
PANIED BY HERBERT N. JASPER, MEMBER, STANDING 
PANEL ON EXECUTIVE ORGANIZATION AND MANAGEMENT, 
NATIONAL ACADEMY OF PUBLIC ADMINISTRATION 

Mr. Tucker. Thank you, Mr. Chairman. I am presenting my tes- 
timony today on behalf of the ABA Section on Taxation, which is 
the national representative of the legal profession with regard to 
our tax system. We appreciate the opportunity to appear before 
your subcommittee today to discuss various proposals to restruc- 
ture and reform the IRS. 

Perhaps no committee is as attuned to the need for reform of the 
IRS than this committee, and we concur with your views as to the 
possibility of success under Commissioner Rossotti. We have a 
great deal of confidence that with his background and his ability, 
both to focus on the organization and the systems, and quite frank- 
ly, to think outside the envelope, that he will be successful. 

We think he needs a lot of help from Congress in terms of doing 
this, and we are pleased that your committee is focusing on this. 

We have been privileged on a number of occasions to work with 
the Commission on Restructuring the Internal Revenue Service, 
the members and staffs of the tax writing committees, and the rep- 
resentatives of both the Service and the Treasury as they devel- 
oped first the Commission’s report and then the House and Senate 
bills. We believe that a lot of thought has gone into this process 
and we think a number of the conclusions of the committee are 
quite important. 

The first thing we would like to focus on is governance and over- 
sight. We recognize that both the House and the Senate bills would 
create an IRS oversight board to handle the oversight of the Inter- 
nal Revenue Service’s administration, management, conduct, direc- 
tion, and supervision of the execution and application of the tax 
laws, and we were pleased to hear Commissioner Rossotti say that 
he in turn is pleased with the Senate version of that bill. 

We are pleased that the Senate version includes a sunset provi- 
sion. That was something we recommended in the Senate Finance 
Committee hearings. We are pleased that the Finance Committee 
has focused on that sunset provision. Our concern still remains the 
fact that a board that has management functions rather than over- 
sight functions could itself be an impediment rather than an aid to 
better management. We think that there is a necessity for a board. 
We think that a board ought to be a board of oversight with its 
sunset provision in place and it ought not to be an impediment to 
the proper functioning of the Internal Revenue Service. 

We reco^ize in many respects that what is there is broken has 
to be repaired and in many respects not merely repaired, because 
that implies simply replacing a few shingles in the roof. We think 
maybe you have to replace the whole roof in some aspects. We 
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think this board of oversight can help do that, and be in many re- 
spects a reporting board to the Congress. 

We think that if the board were responsible for issuing annual 
reports or even semiannual reports, which probably would be bet- 
ter, that those independent reports from an independent board 
would be very, very useful to the Congress in its oversight, and this 
subcommittee should be very concerned about oversight and re- 
form, because this subcommittee is a part of that particular com- 
mittee of the House. 

We think that the board can accomplish this. Quite frankly, we 
believe the board ought to be comprised only of independent sector 
members. We recognize that the Senate Finance Committee has fo- 
cused on adding both a union representative and the Secretary of 
the Treasury. We think the board ought to be an independent 
board, and that is in our written testimony. 

We think you are going to have very high caliber members on the 
board. This is going to be something that people will look at as 
both a burden and as an opportunity to help the American system, 
and we think you will be able to attract those people. 

In turn, even though the Senate Finance Committee would ^ve 
only limited authority to the board under section 6103, which is a 
privacy provision, we think that is probably not beneficial. If this 
truly is a private board, the ability to micromanage and to interfere 
and to be an impediment is something we ought not to be having. 

We noted that you read our written testimony in advance, and 
we appreciate it. We noted you had a question as to the need for 
an Under Secretary of the Treasury. I would like everybody to 
think outside the envelope and not inside the envelope. The Treas- 
ury Department clearly has had oversight of the Internal Revenue 
Service historically. Historically, it hasn’t worked. Historically, the 
Secretary of the Treasury has many, many more burdens and 
many, many more responsibilities. 

In an international economy, fiscal responsibility, both inter- 
nationally and domestically, you need somebody at the Treasury 
who has direct oversight on behalf of the Treasury for the Internal 
Revenue Service. In the absence of a designated Under Secretary 
of the Treasury, at best that would be sporadic. At worst that will 
be nonexistent. No matter how often we think of it, we think re- 
form and oversight at the Treasury level is required here, even 
with the independent board, even with the many committees of 
Congress who have their oversight of the Internal Revenue Service. 
You need a person who has that responsibility and we strongly be- 
lieve that that is a necessary responsibility. 

We applaud the Commissioners views on personnel. We strongly 
believe the Internal Revenue Service needs flexibility to hire the 
best and the brightest, and we would encourage that we think out- 
side of that envelope as well. Civil service has its place, but it does 
have its own constraints. 

We would come back to tax simplification. One of the problems 
that the Internal Revenue Service has is responding to the many, 
many acts of Congress in terms of changing the Internal Revenue 
Code. During the 1980’s, there was at least one act every year. 
During the 1990’s, we have had major overhauls. The more com- 
plexity Congress piles on the Internal Revenue Service, the harder 
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it is for their personnel to deal with the Internal Revenue laws and 
the regulations. It is very hard for us, and we are tax professionals 
on the AICPA level and the ABA Section on Taxation level, to deal 
with all of this, both the guidance and absence of guidance. 

We would urge you to focus on the need for simplification, real 
simplification and what Congress in turn does to the IRS, which is 
a whipping boy for the American public. Thank you. I see my time 
is up. 

[The prepared statement of Mr. Tucker follows:] 
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Mr. Chairman and Members of the Subcommittee: 

My name is Stefan F. Tucker. I appear before you today in my capacity as Chair-Elect of the American 
Bar Association Section of Taxation. This testimony is presented on behalf of the Section of Taxation, 
which is the national representative of die legal professions with regard to the tax system. This testimony 
has not been approved by the House of Delegates or the Board of Governors of the American Bar 
Association an^ accordingly, should not be construed as representing the position of the Association. 

The Section appreciates the opportunity to appear before the Subcommittee today to discuss various 
proposals to restructure and reform the Internal Revenue Service. Our testimony focuses principally on 
issues of governance of the Internal Revenue Service (hereafler, "Service" or "IRS"), tax simplification, 
Congressional oversight of the Service, IRS budgets, and certain other proposals. 

We were privileged to consult on a number of occasions with the Commission on Restructuring the Internal 
Revenue Service, members and staffs of the tax-writiog Committees, and representatives of the IRS and 
Treasury as they developed, flrst, the Commission's Report and then the House and Senate Bills. 

We believe the Commission Report identified crucial issues regarding the management of the Service and 
attempted to deal constructively with those issues. While the Section does not agree with all of the 
solutions proposed by the Commission or the House Ways and Means and Senate Finance Committees, we 
believe the thoughtful way in which the issues have been presented will certainly aid in the design of a 
workable solution. We also have been impressed with the attention to IRS management issues given by 
Secretary Rubin and others within the Treasury Department, and we anticipate that their efforts likewise 
will be productive. Furthemiore, of course, we hope that the testimony which we present today contributes 
to the goal of a better tax system for our country. 

As a preliminary matter, the Section of Taxation wishes to emphasize and forcefully endorse the 
conclusions reached by the Commission on die relationship between the complexity of the tax law and the 
dlfHculty of tax administration. As we will discuss in greater detail, there is little question that many of the 
perceived failures of the Service are closely linked to the complexities in the Internal Revenue Code that 
have occurred on a geometric basis over the past seventeen years. Unless there are meaningful legislative 
and administrative efforts to simplify the tax law, any changes in IRS governance that may result from the 
Committee's efforts will lose their effectiveness. 


I. GOVERNANCE AND OVERSIGHT 

1 . Governance 

The House and Senate Bills would create an IRS Oversight Board (the "Board) within the Treasury 
Department. The Board would be charged with oversight of IRS "administration, management, conduct, 
direction, and supervision of the execution and application or the tax laws. Specifically, the Board would 
have the authority to; (i) review and approve IRS strategic plans; (ii) review operational functions of the 
IRS; (iii) provide for review of the Commissioner's selection, evaluation and compensation of senior 
managers; and (iv) review and approve the Commissioner's plans for major reorganizations. 

a. Board of Oversight 

The Tax Section is concerned with the proposal in botii Bills to vest m the Board direct approval authority 
over certain functions of the IRS. We believe that the President has, and should continue to exercise, the 
ultimate authority over the IRS. Management of the agency charged with collection of virtually all of the 
revenues of the Federal Government is, fundamentally, an Executive Branch function. We believe that this 
is consistent with both the Constitutional notion of separation of powers and the management notion of 
accountability. 
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Moreover, we believe it is impossible, as well as unwise, to split the fiscal management of the Service from 
other issues involving tax administration, enforcement and policy. These functions should be retained by 
the only branch of government capable of carrying out both simultaneously the Executive Branch — and 
should continue to be lodged in the Treasury Department, the Cabinet department charged with 
administering the Government’s fiscal affairs. 

We are concerned that a Board with substantive authority over IRS operations could be an impediment, 
rather than an aid, to better management. Much of the criticism directed at the Service in recent months, at 
its core, has been about lack of control and accountability. The Service is a huge organization which, like 
most bureaucracies, tends to function with or without top-down leadership. Any restructuring proposal 
should seek, as its principal goal, further to enable those in charge to control the agency. 

An independent board of oversight with management authority actually may hinder, rather than enhance, 
management accountability. Instead of a single head, operating within the Treasury chain of command, 
there would be separate power centers, each competmg for its share of authority and each with different 
reporting relations. We see a Board with management authority as both a potential distraction to the 
Commissioner and, even worse, a rival. As a separate power center, the Board offers a potential for 
intrigue on the part of those seeking to undermine or circumvent the Commissioner. While this result is by 
no means a certainty, creating even the potential for such confusion is problematic. The Tax Section 
believes this development would run counter to the suggested goal of enhancing management of the 
Service. 

The Section therefore urges that day-to-day management functions remain within the Treasury Department. 
Consequently, we do not support the proposal to shift approval of certain management decisions to the 
Board. By retaining all such authority within the Executive Branch, clear management accountability will 
be maintained. 

Having said this, we believe the creation of a Board widiout management authority could serve a useful 
purpose. Consistent with our view that private sector expertise should be made available to the Service's 
senior management and that such individuals should be involved in the oversight process, we recommend 
that Congress create an IRS Board of Review, made up exclusively of private sector members. No 
government officials would serve on the Board, either directly or ex ofBcio. We suggest that the size of the 
Board be kept relatively small; five or six members would seem optimal. Their appointment, 
compensation, etc. would be as proposed by the House. 

The role of the Board would be specified by Congress in implementing legislation and would be somewhat 
similar to the role recommended by the Commission. For example, the Board would be expected to review 
and provide input to the Service's proposed budget, short-term and long-range strategic and operational 
plans, and major proposed management initiatives. In addition, the Commissioner would be expected to 
consult with the Board regarding the appointment, evaluation, and compensation of the Commissioner's 
senior management team. The Board also would be expected to recommend to the President qualified 
candidates for the positions of Commissioner and Chief Counsel. 

A Board constituted in this way would have the duty to make periodic (probably semi-annual) independent 
reports concerning its assigned tasks directly to the President and the Congress. Such reports would be 
expected to deal in a candid and uncensored fashion widi the successes and problems of the Service, as 
well as any management initiatives which Congress must approve. Members of the Board would be 
available to consult directly with, and testify before, the Congress on the successes and problems of the 
IRS. Rather than the Board being involved in direct management of the Service, we conceive of the 
Board's role as an extension of Congressional oversight. It would serve as the eyes and ears of Congress 
with respect to the Service. The Board would be directly involved in reviewing the major management 
decisions affecting the Service without disrupting the nonnal Executive Branch authority. 

Some might argue that a Board constituted in this manner would lack any authority. We clearly disagree. 
The strength of the Board's authonty would have would come not from direct management responsibility. 
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but from its reporting responsibility to Congress. The Board would have a direct link to the Congress that 
could not be circumvented by IRS or Treasury management personnel. As a result such management 
personnel would, in all likelihood, seek to work with and accommodate the Board. 

Importantly, the Board would contribute the relevant expertise of private sector professionals as a 
consultative resource for the IRS and the Treasury on major management matters. This role should be 
specified in implementing legislation. A properly recruited Board could make considerable resources 
available to the IRS and could complement the management skills of the Commissioner by making 
available expertise in areas with which the Commissioner may be less familiar. 

We are convinced that a Board of Review, operating as we propose, would attract very high caliber 
members from the private sector. We are confident that these individuals would add substantial value to 
the analysis and review of management issues, and Congress would view the Board's role as an adjunct to 
its oversight responsibility. Because of the important intact such Board wiU perforce have on inqiroved 
management and oversight of the Service, we think there will be no shortage of top quality private sector 
individuals willing to serve. 

b. Congress should establish the position of Undersecretary of Taxation 

We concur in the assessment that Treasury oversight of the Service has been "limited and uncoordinated". 
We are concerned, however, that neither the House nor the Senate Bills would improve that Treasury 
oversight function. Therefore, we propose that this problem be addressed directly by creatii^ within the 
Treasury Department a new Undersecretary of Taxation. The Undersecretary would be charged 
specifically with that responsibility, together with the task of coordinating the entire tax system, both tax 
administration and tax policy. The scope and in^rtance of this new position dictate that it should be filled 
only with an individual having significant experience wid> tire tax system. 

The Undersecretary would report directly to the Secretary. In addition, the Undersecretary would be 
required to assure Treasury's participation with the Commissioner and other IRS management in the 
development of long-range planning for the Service. The Commissioner and the Assistant Secretary of the 
Treasury for Tax Policy would report directly to the Undersecretary. The Chief Counsel of the Internal 
Revenue Service, who currently reports directly to the Treasury Department General Counsel and has 
dotted-line reporting responsibility to the Commissioner, also would have dotted-line reporting 
responsibility to the Undersecretary, as would the Assistant Secretary for Management and others as 
deemed appropriate. 

We believe that creation of such a position addresses more directly than does an outside Board the 
concerns expressed by the Commission concerning Treasury accountability. Such a position provides a 
person at the highest levels of Treasury whose sole responsibility it would be to manage and coordinate the 
tax functions of the Administration, lliis is, in fact, what has been lacking in past Administrations, a point 
emphasized by the Commission. The Undersecretary would serve as the point of intersection between tax 
administration and tax policy, with the clear mandate to coordinate these functions. In turn, the 
Undersecretary would report directly to the Secretary, the individual charged by the President with overall 
responsibility for the Treasury's tax function. 

The Undersecretary would be required to make periodic reports to the Secretary, who in turn would be 
required to report regularly to the Congress. The Undersecretary and the Commissioner would be required 
to attend meetings of the Board at such times as the members of the Board determine, and would be 
responsible for reporting to and advising the Board about impending management proposals. The 
Undersecretary also would be available to the relevant Congressional committees to report and consult on 
matters relating to the Service. 

The statutorily mandated job description of the new Undersecretary that we have in mind differs from 
those of prior Treasury undersecretaries. For example, early in President Reagan's administration, an 
Undersecretary for Economic Policy had supervisory autiiority over the Assistant Secretary for Economic 
Policy and the Assistant Secretary for Tax Policy. We do not envision, and would not support, the 
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proposed position as involving economic policy. Rather, the tasks assigned to the new Undersecretary 
should be limited strictly to those relating to the management of the Service and diose relating to tax 
policy. 

Creation of the position of Undersecretary of Taxation would assure clear, continuing and coordinated 
accountability within the Treasury Department that, to date, has been absent. This would avoid not only 
the prospect of management by committee, but also assure the greater coordination of fiscal management 
of the Service, tax administration and tax policy that we believe is essential. Together with a Board of 
Review reporting directly to Congress, the Undersecretary will provide a clear focus of responsibility, 
authority and accountability. 


2. Personnel Policies 

The Tax Section strongly endorses the recommendations of the Commission and the proposals in the 
House and Senate Bills that give the Commissioner more flexibility with respect to personnel. 
Historically, Civil Service rules have tied the Commissioner's hands, making it extremely difficult, if not 
impossible, for the Commissioner to hire the best people from the private sector and pay them at 
appropriate levels. We believe strongly that it is not in die best interests of the tax system for such 
inflexibility to continue. As an agency at a crossroads, it is imperative, for the benefit of both the Service 
and the Congress, diat the Commissioner be able to bring into government the best and the brightest. That 
cannot and will not happen unless flexibility in hiring is increased and unless die Commissioner is given 
the ability to pay such individuals at levels that will attract them away from high paying private sector jobs. 

3. Independent Inspector General 

The Tax Section also supports the creation of an independent Inspector General widiin the Service. At 
present, the Treasury Inspector General serves as the Inspector General for the Service as well. This 
relationship suffers in many ways from die same problems as that of the Service to the Treasury generally. 
The Treasury Inspector Graetal is responsible for an entire Cabinet department, which make it 
exceptionally difficult for that person to devote as much attention as necessary to the Service. This would 
be rectified by the creation of an Inspector General position at the Service. 

In addition, we believe diat an independent Inspector General at the IRS would go far to address public 
perceptions about an agency out of control. While we do not share the view of some that the IRS is a 
"rogue" agency, recent revelations make it clear that abuses are not random or isolated, and should be dealt 
with accordingly. An independent Inspector Geuerai would go far to addressing those perceptions. 

The Section is concerned about the proposal in die Senate Bill to elimiiiate the IRS Office of Chief 
Inspector and transfer such functions to die Treasury Inspector General's office. Our experience with die 
Treasury Department and IRS lead us to conclude that such a shift may actually result in less, rather than 
more, attention being paid to problems in Che IRS. Removal of the Inspector General position from the 
agency does not, in and of itself, ensure greater success. Indeed, to move the fiuction outside of the 
agency may result in a divenion of resources to odier inspection functions. In addition, the fact the 
inspection function is removed from the agency may actually limit the Inspector's ability to know the 
culture and weed out problems. To this end, we cite the successful tenure of Frederic Hitt, Inspector 
General of the CIA, as evidence that an independent Inspector General within an agency is a workable 
model. 

4. Congressional Oversight 

We endorse the Commission's proposal to establish a Congressional entity to coordinate IRS oversight. A 
joint panel, conq>rised of members from the various Committees of jurisdiction, would provide a focal 
point for examining the full scope of IRS management and budget issues. In addition, it would coordinate 
the sharing of information on IRS operations among the Committees of jurisdiction. Finally, a joint entity 
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could play a constructive role as a forum for enhanced communication among the variens Conumttees of 
jurisdiction and between the Congress, the IRS and Treasury. 


II. TAX SIhffLIFICATION 

The Commission focused on tax simplification as a major step in in^nroving the admiaistration of the tax 
law. We strongly agree, and emphatically endorse its conclusions on the relationship between the 
complexity of the tax law and its administration. Unless there are meaningful legislative and 
administrative efforts to sin^lify the tax law, any changes in IRS governance are donaed to lose their 
effectiveness. 

More specifically, tax law ctm^lexity and frequent changes m the Code mean more tax forms and 
instructions, more computer programming, more regulations and rulings, more traina^ of IRS personnel, 
more taxpayers requirmg assistance, and more disputes with taxpayers. They also mean greater 
compliance burdens for taxpayers and an increased likelihood of taxpayer filing enois. Increased taxpayer 
enors, in turn, require the tax administrator to deal with cmrecting tlM>5e errors. 

Moreover, m^y of tite unendments to the Code enacted is and since 19S6 have particularly complicated 
tax aHminis frfttion and coo^iliance. A significant rationale for tins cootinuing complexity has been stated 
to be revenue considerations. This need for revenue has recited in the enactment of provisions that scale 
back the availability of tax besefits for taxpayers with incomes above certain levels. At the same time, 
revenue available for tax cuts has been lirrated, thus coastrainiag the enactment of tax benefits wi& general 
applicability. Cixisequeatly, the tax benefits enacted have been carefully targeted to minimize the revenue 
impact. While the targetmg of tax benefits may, in many cases, assist in carrying out laudable goals, the 
result is significantly increased complexity. The Tax|Myer Relief Act of 1997 is replete with examples. 

The Tax Secticm has long been a supporter of simplification. However, because cfaange—even 
simplification-can be ccm^cating, we recommend that proposals which purport to result in simplification 
only be adopted if they represent significant simpliftcatioo, after they have received carefril consideration, 
and then only if the charges are expected to remain ia place for the long teim. 

The House Bill, based on tiie Commission’s recommendation, proposed that a Tax Complexity Analysis be 
required as a formal part of the legislative fu^ocess. The Section endorses the Commission's objective of 
providing relevant informatioa with respect to the coitBplexity of tax legislative proposals to those 
responsible for tiieir enactment. Indeed, we suggested a sunilar process in our testimony before the 
Commission. 

We are ccmcenied, however, that the provision included in the House Biti would have little effect on the 
legislative process. The House Bill requu-es that such an analysis be provided as part of a Committee’s 
report on a bill, after tiie ComnuCtee markup has already occurred. Thus, as presently envisioned, the Tax 
CoH^kxity Analysis would not be available at die very time when it would be most useful: tiie mark^). 

We believe that a Tax Complexity Analysis win have a meaningful effect on rechicmg complexity. In 
order for this to occur, however, tiie Analysis roust be available before members of tax-writing Committees 
consider proposids. rather Aan afterward. Therefore, we stioagly encourage this Coiniaittee to require a 
Tax Complexity Analysis before a Cormuttee markup » order it be available to m e m be rs. 

III. IRS BUDGETS 

A great many of the 21,000 iBcmbers of the Sectiem of Taxation typicaHy work witiitfae tax Uw as tbeir 
fuH-tune profession, most of tiiem rejvescnting taxpayers. Accordingly, we have a particularly large stake 
in tiie proper functioning of the Service, as well as expenence Aat bears on many (but not all) of tiie 
pending budget issues. 1« Ac area of tednology. for example, we recogntze die impertance to tiie Service 
of having a farhetter overall informatien system, tiie necessity of tiie Ceatary Date Change, and the 
necessity of ppovidiag Service personnel witii better equ^ment; nevertheless, we do net Iteve ^ expertise 
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to suggest bow fiiese things should actually be done. Similarly, we cannot evaluate the dollar estimates in 
the budget or the specific effects of particular expenditixres on compliance with the law. 

Our experience and concerns for the tax system are relevant on other points. In particular, we are 
coQc^ed by the uiqjrecedented intensity of the hostility that has been directed at die Sovice by son^ 
metxd>ers of tiie pubUc and Congress. To the extent that extended scrutiny of die Service leads to 
constructive changes in its operations, then the scrutiny has been justified and can be seen as aji^Fopriate. 

If what develops, however, is a permanent war between the taxpayers and/or Congress, on the one hand, 
and the Service, on the other hand, everyone — including Congress and the taxpayers-wiU lose. In a 
country as large and con^iex as ours, no tax system can expected to operate successfully without some 
kind of govenunent o^anization to collect taxes. If, however, the tax collection orgamzation and its 
employees sat constantly attacked and ridiculed, the tax s^tem wiU lose the confidence of die American 
people, and it will be ever more difficult to attract and retain qualified employees. 

For these reasons, we have supported the appointment of a Commissioner who could restore the confidence 
of both Congress said the public in the Service. It is critically important that the Commissioner be 
support dimugh the budget in the great effort be must make to improve the Service and its {Hiblic 
respect. Accordingly, without meaning to pass on specific technical issues, we hope and urge that the 
budget finally adopted by Congress will give the Commissioner’s program a real opportunity to succeed 
and restore the Service to an appropriate level of performance and respect. 

Another very important issue exists diat we would like to emphasize, because it has not received much 
public attention. It has been well demonstrated dut there are taxpayers who have sincerely attempted to 
comply with the law, but have nonetheless been improperly treat^. This problem roust be promptly 
addressed. We are confident that it could also be demonstrated, however, that there are other taxpayers 
who have evidenced little or no intention of con^lying with the law. We cannot ourselves compute, and 
perhaps no one can compute, the full amount of tax due under current law that is neither reported nor 
collected. Clearly, however, biilions of dollars of taxes do have to be collected very year honest 
taxpayers because of amounts that were due firtHn, but not paid by, less than honest taxpayers. 

Public reluctance to accept higher tax rates has increased pressure on the Service to collect more revenues 
through more intense compliance. In view of the stress of tax compliance, we recommend against further 
reducing the already low percentage of returns that are actually audited by IRS personnel. We, therefore, 
oppose directing fewer resources to the sometimes unpleasant fimctioos of auditing tax retums and of 
collecting taxes that have already been determined to be due. The statement from die Budget in Brief- 
"With the shift to ui^rovmg Customer Service, the impact of the workforce will be signiilcanf'-'Should not 
reflect any diminished commitment to collecting the taxes due under laws already passed by Congress. In 
our view, it would be totally inappropriate for the Service to become less effective in collecting taxes justly 
due. We would not want a tax system in which con^liant taxpayer attitude, if it should occur, might take 
yean to reverse. 

Finally, the whole premise for enforcing the tax laws by auditing only a small number of retums depends 
upon effective selection of the returns chosen for audit. For a number of years that selection was based on 
having a certain number of retums audited in depth, as opposed to auditing only a few items. However, 
becai^ the Congress has <knied the Service the funds to cany out these so-called TCMP audits, the dato 
bank on which the Service bases these critical decisions is becoming increasingly obsolete. It may be that 
the prior intensive audit program imposed an unacceptable level of burden on the taxpayers affected, but 
the program generated information essential to the operation of a serious compliance effort. Consideration 
should be given to authorizing a compromise form of audit that would impose less burden, but still given 
the Service the information needed. 


IV, IRS REORGANIZATION 

We believe that Commissioner Rossotti's plans to integrate the functions of the IRS hold considerable 
potential for in^rovmg the operations of (be Service, from the viewpoint of taxpayers, Congress and tire 
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personnel of the IRS itself. The current breakdown of the Service along supposedly functional lines makes 
it more difficult for taxpayers to resolve issues with the IRS because it requires them to work with multiple 
functions in order to resolve a single issue. We believe that it has likewise impeded operations for IRS 
personnel, because it compartmentalizes tasks and leaves the IRS personnel without a complete picture of 
the tax system or the taxpayers with whom they are dealing, necessarily making such personnel, and 
therefore the IRS, less elective. 

While, as noted, we believe that Commissioner Rossotti's reorganization plans hold considerable potential, 
codifying such plans at this time would be a mistake. Times change, and so do the best practices of any 
customer<driven organization. If the reorganization is codified, the IRS may be unable to change and 
implement the practices which are the best at the time without Congressional action. We think this would 
be a serious mistake. While codifying changes may seem like a good idea to those concerned that too often 
the Service does not follow its own manual, it is very important to resist the impulse to micromanage the 
IRS. 


V. CONCLUSION 

Mr. Chairman, thank you for the opportunity to appear before the Committee today. 1 will be 
pleased to respond to any questions. 

The Chief Counsel would report to the Undersecretary on matters involving tax and compliance policy and 
legal interpretation of (be (ax laws. The Chief Counsel would continue to report to the General Counsel on 
litlnspector Generalation and personnel matters. 


By this proposal, we do not advocate that the position of Assistant Secretary for Tax Policy be diminished 
in any way. The new Undersecretary position would, instead, focus on IRS management and coordination 
between that management function and tax policy. 

- PAGE 10- 
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Mr. Horn. I think we will get to a lot of points up in the ques- 
tion series. I want Mr. Mares to get a chance here. 

Mr. Mares is the chair, Tax Executive Committee of the Amer- 
ican Institute of Certified Public Accountants. Welcome. 

Mr. Mares. Thank you, Mr. Chairman, members of the commit- 
tee. Thank you for inviting the American Institute of Certified Pub- 
lic Accountants to testify before you today. My comments will be 
limited to recommendations to improve the overall management of 
the IRS to serve taxpayers better. Of course, on request, we will 
be happy to provide you with a copy of our prior written testimony 
and/or comments that deal with other related issues. 

For your information, attached as appendix A is a list of prior 
testimony and the most pertinent written comments. Because of 
the time constraints, I will merely summarize our key rec- 
ommendations. 

In our opinion, the most significant management problems con- 
fronting the IRS are the need for management continuity and ac- 
cess to varied expertise, a change in the overall internal culture of 
the IRS, a customer service approach to operations, updating the 
agency’s technology, and stability and continuity in taxation. 

Just as there is a need for stability and continuity in the overall 
governance of the IRS, we believe there is also a need for stability 
and continuity in its executive leadership. Accordingly, we rec- 
ommend that some positions now reserved for career civil service 
employees be open to professional appointees, who would be chosen 
based on their professional competence and experience. These ap- 
pointees could provide the IRS with a fresh perspective and under- 
standing of taxpayer and practitioner concerns. They would also 
help reduce distrust and facilitate a better working relationship 
with the public and with tax practitioners. 

There are two specific positions that we believe would best be 
filled by individuals with professional experience outside the IRS. 
Those are the taxpayer advocate and the director of practice. 

The IRS has been a closed organization for many years, with 
many of its employees having little or no professional experience 
outside of the Service. This can lead to misunderstandings, sus- 
picion and a “them against us” attitude toward taxpayers. 

Because of factors such as inadequate training, uncompetitive 
salaries and IRS bashing, many well-qualified people do not con- 
sider IRS emplo3Tnent or, if hired, leave the Service. As hearings 
last fall and recent internal IRS audits have disclosed, many of 
those who do work for the Service have been given mixed messages 
regarding the professionad standards that apply to their jobs. As a 
result, there is a need to revitalize and reform the IRS at all levels. 

The IRS culture should foster and promote a highly competent 
professional approach to tax administration with a primary goal of 
providing superior customer service. How do you achieve this? 
First, implement and maintain high educational standards that 
must be satisfied both to be hired and to be retained. Then, provide 
coordinated superior training programs. Emphasize professionalism 
by codifying and enforcing professional standards and by devising 
performance measures to reward those who further the mission of 
the IRS. And, finally, pay competitive salaries. 
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Over the past year, there has been much demand for the IRS to 
provide better service to taxpayers. In response, several initiatives, 
such as the problem solving days the Commissioner mentioned and 
increased phone service, have been instituted. The Commissioner is 
also developing a proposal that would reorganize the IRS along 
customer lines to enable it to provide better service, more specifi- 
cally designed for those particular customers or taxpayers. 

We support these proposals and offer our ongoing assistance for 
these as well as other customer service initiatives. But beyond 
these customer service initiatives, however, we also believe there is 
a need for the enactment of additional taxpayer rights provisions. 
I would refer you to our written testimony at the January 29, 1998 
Senate Finance Committee hearing for a discussion of the meas- 
ures we believe should still be enacted. 

Converting the IRS into a customer-driven organization will re- 
quire not only strong leadership and a change in the internal cul- 
ture of the Service, but also improved technology. We strongly urge 
you and other Members of Congress to provide the IRS with the 
support necessary not only to modernize their technology, but to 
help keep it current in future years. 

As rr.y colleague, Mr. Tucker, pointed out, the IRS can be restruc- 
tured over and over again, but the basic frustration that taxpayers 
and tax practitioners experience with the IRS will remain until the 
issue of the complexity of the tax law has been adequately ad- 
dressed. It is obvious to those of us here today that tax law com- 
plexity originates not from the Service, but from Congress. That 
point, however, is lost over and over again on the average Amer- 
ican. 

Regardless, though, of who created this complexity, the fact re- 
mains that the tax law is entirely too complex. Congress, Treasury, 
the Internal Revenue Service, tax practitioner groups, and the 
American public should all assume responsibility for simplifying 
and stabilizing the Internal Revenue Code. We urge Congress to 
apply a complexity analysis prior to passing any legislation affect- 
ing our tax laws. 

I have undertaken the liberty of attaching the AICPA tax com- 
plexity index as a sample of available analysis that could be under- 
taken. We also urge the IRS to provide Treasury and Congress 
with information regarding the administrative and taxpayer bur- 
dens that result from tax proposals as they are discussed, not 
merely once a year as part of the taxpayer advocates’ annual report 
to Congress. 

As some of these actions have been undertaken, I would submit 
to you that the members of the AICPA, the bar, and the enrolled 
agents, including myself, would have had a much easier time this 
year explaining some of the capital gains provisions to clients. 

I also think the millions of notices that will probably be sent out 
to taxpayers who incorrectly filed their return by not realizing 
there were new laws and what those new laws required could have 
been avoided. 

I will be happy to answer any questions you have regarding 
these matters. Thank you for your attention. 

[The prepared statement of Mr. Mares follows:] 
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INTRODUCTION 

Mr. Chairman and members of the Committee: Thank you for inviting the American Institute of 
CertifiedPublicAccountantsC'AICPA") to testify before you today. I am Michael Mares, Chair of 
the AICPA Tax Division. The AICPA is the national, professional organization of more than 
3 3 1,000 certified public accountants. The Institute's members advise clients on Federal, state, and 
international tax matters and prepare income and other tax returns for millions of Americans. They 
provide services to individuals, not-for-profit organizations, small and medium-size businesses, as 
well as America’s largest businesses. It is from this base of experience that the AICPA offers its 
comments. 

Over the past year, the AICPA has actively participated in much of the discussion regarding 
improving the operations of the IRS. We testified at numerous hearings, attended various meetings, 
and provided written and oral comments and suggestions to the National Commission on 
Restracturing the Internal Revenue Service, the House Ways and Means Committee and its 
Oversight Subcommittee, and the Senate Finance Cotrunittee. 

Our comments today will be limited to recommendations to improve the overall management of the 
IRS to better serve taxpayers. On request, we will be happy to provide you with a copy of our prior 
written testimony and/or written comments that deal with other issues. For your information, 
attached as Appendix A is list describing that prior testimony and the most pertinent written 
comments. 

MAJOR PROBLEMS AND RECOMMENDED SOLUTIONS 

In our opinion, the most significant management problems confronting the IRS are the need for: ( 1 ) 
continuity and access to varied expertise in the management of the IRS; (2) a change in the overall 
internal culture of the IRS; (3) a customer service approach to operations; (4) updating the agency’s 
technology; and (S) stability and simplification of the tax law. 

Continuity and Access to Varied Expertise for IRS Management 

Independent Over-sight Board 

The IRS is a large, complex organization; the structure and governance processes which have served 
it well in the past will not do so in the future. The AICPA believes a fundamental change in the 
governance of the IRS is needed to provide the IRS with consistent direction and to enable the IRS 
to benefit fi’om private sector experience and expertise. Thus, we support the proposals to create an 
independent Internal Revenue Service Oversight Board ("Board"). We take exception, however, 
with some of the criteria for selection of members, as discussed later. 

Need for Changing the Wav the IRS is Governed . There is public consensus, agreement within 
Congress and the Administration, timong tax professionals and, importantly, within IRS 
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management, that the agency requires revitalization and renewal. The expertise needed to govern 
the IRS can no longer be easily categorized into the two broad components, tax policy and tax 
administration. Instead, IRS Commissioners now wrestle with massive information systems 
projects, the need to dramatically improve financial management, re-engineeringIRS work processes 
and providing dramatically improved customer service. At the same time, the traditional 
expectations of increasing voluntary compliance, handling non-compliance and collecting tax 
revenues must still be met. Thus, the need for additional and different perspectives on managing 
these broad challenges is very clear. This is not an indictment of the present structure. It is, 
however, a recognition that the unprecedentedchallenges facing the IRS require a different approach 
and new mix of governance skills and abilities. 

Rnard’.s Powers and Responsibilities. The Oversight Board's Powers and Responsibilities should 
have powers and responsibilities similar to those of a corporate board of directors; it should not be 
merely another advisory group. The Board should provide direction, oversight, and support for the 
IRS management and make policy decisions regarding IRS operations. Tax policy decisions should 
remain the responsibility of Treasury. 

The IRS Oversight Board’s responsibilities should include providing input on long range strategic 
planning, approving the IRS strategic plan, monitoring organizational performance, and evaluating 
compensation for the Commissioner and the top-level IRS managers. Similar to a corporate board 
of directors, the Oversight Board's activities should remain at the programmatic management level 
and address systemic problems, but not, for example, specific instances of employee misconduct, 
although the Board should be advised of generic employee misconduct problems in order to evaluate 
the systemic response and devise corrections. 

Further, since the Oversight Board should focus on the overall governance of the IRS and not deal 
with day-to-day activities, it should not be involved in specific law enforcement cases. In its policy- 
making and oversight roles, however, the Board should have authority over policies regarding how 
the IRS carries out its law enforcement responsibilities. 

A ppointment Based on F.xnertise. The current House and Senate Finance Committee proposals 
specify that the private sector members of the Board are to be selected on the basis of their 
professional experience and expertise so that collectively, the members can contribute to the Board 
expertise in management of large service organizations,customer service, federal tax laws (including 
tax administration and compliance), information technology, organization development, and the 
needs and concerns of taxpayers. The AICPA strongly supports the concept of stated areas of 
required expertise for the current Board, especially the need for individuals with practical experience 
and expertise in tax compliance and the needs and concerns of taxpayers. The AICPA also strongly 
believes that all Board positions, other than positions reserved for the Commissioner and for the 
Secretary or Deputy Secretary of the Treasury, should be filled based solely on the qualifications of 
the individuals and the needed expertise of the Board. The AICPA, therefore, believes no position 
on the Board should be reserved for representatives of special interest groups such as the IRS 
employees union. 


2 



232 


Improved Tax Policy Deliberations Because of Independent IRS Voice. While concerns have been 
expressed that separating the IRS from Treasury will undermine tax policy elfectiveness, we believe 
it will actually have the opposite effect. Independence will provide the IRS with the ability to 
provide needed input into the impact of tax policy and legislative proposals on compliance. We 
tmderstand that this input will be limited to taxpayer burdens and administrativecomplexity inherent 
in such changes. This is important information, however, which should be, but currently is not 
always, made available to Congress or the public. The current relationship between the IRS and 
Treasury does not give the IRS an independent voice on such issues. 

For example, IRS tax administrators were extremely concerned about the difficulty and complexity 
involved in administering the earned income tax credit when the concept was first introduced. Those 
concerns were not expressed to Congress because the IRS was limited in its ability to discuss the 
impact of tax policy on administration, except with Treasury’s guidance. It was several years before 
Congress and Treasury took notice of IRS's concerns. Creating more independence for the IRS 
would allow the IRS to more clearly articulate its views when such debate is underway, thus 
reducing the practical problems in implementing specific provisions. 

Increased Continuitv of Oversight as well as Accountability. Under the current House and Senate 
Finance Committee proposals, the Board members (other than the initial Board members) would 
serve five-year staggered terms. This structure would provide much-needed stability in the overall 
governance of the IRS and contrasts markedly with the very limited governance continuity under the 
current system. Further, since Board members would be appointed by the President, confirmed by 
the Senate and could be removed at will by the President, there would be controls in place to ensure 
integrity and accountability. 

AvniHance of Conflict of Interest Much has been written and said about the potential for conflicts 
of interest if there is a primarily private sector Board for the IRS. If the Board is to focus on the 
overall govertumce of the IRS, not to deal with day-to-day decisions or specific law enforcement 
matters in the IRS, conflicts should not arise. It is our understanding the Board members will be 
subject to conflict of interest rules in the United Stales Code. It thus appears that there are adequate 
statutory safeguards. If not, we believe that additional safeguards could be drafted to prevent 
conflict of interest problems. 

It also should be noted that the conflict of interest discussions seem to be concerned with potential 
members of the Board who would serve as executives of business enterprises at the same time they 
serve on the Board. Even if it were determined that potential conflict of interest problems could not 
be adequately addressed with respect to such individuals, we believe there is a large pool of highly 
qualified individuals who could serve on the Board, for example, retired business executives, retired 
professionals, or educators, all of whom could meet the criteria for serving on the Board, without 
raising the specter of a potential conflict. 

No Sunsetting of the Board. The Oversight Board should not be subject to a sunset The Board 
would be established to provide the IRS with much-needed stability through consistent direction and 
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to enable it to benefit from private sector experience and expertise. These are ongoing, systemic 
needs O'f the IRS. The Board should remain in place to meet those needs, not subject to termination 
because the perceived problems that caused die Board's creation are resolved. 

Restoration of Public Confidence in the Internal Revenue Service. The professional men and 
women who manage and work for the Internal Revenue Service have been the sul^ect of 
unprecedented criticism over the past three yetus. Some of the criticism is valid, but much is not. 
Obviously, there have been operational problems such as the documented difficulties with the Tax 
SystemModemizationprogramand the taxpayer abuse cases disclosed in hearings last fall. While 
problems such as these need to be addressed, die AICPA believes it is time to focus on the future 
direction of die IRS as well. The proposed Board would serve as the catalyst to do so. 

CsBBissieBer 

Need for Stability and rontinuitv . Just as there is a need for stability and continuity in the overall 
governance of the IRS, there is a need for stability and continuity in its senior management. The 
current system, with no fixed term of office for the Commissioner and the possible appointment of 
a new Commissioner with each new Administration, does not provide the stability required for such 
a vitally important leadership position. The AICPA, therefore, supports the House and Senate 
Finance Committee proposals for a fixed five-year term for the Commissioner. 

Powers and Responsibilities. TheCommissionerandtheseniormanagementoftheIRS shouldhave 
powers and responsibilitiessimilar to the president and senior management of a corporation^ They 
should have responsibility for directing the day-to-day activities of the IRS in a manner consistent 
with the management policies established by the Oversight Board and be answerable to the Board 
for those activities. 

Executive Leadership 

Need to Expand r padorsfaip and Retain Qualified Career Executives . The IRS has been a very 
closed organization, with its executive leadership consisting almost exclusively of IRS career 
empleyees. People with varied backgrounds and expertise need to be added to that leadership to 
provide the IRS with different insights and to help generate imovtaive approaches to tiie many 
challenges confronting the IRS. Also, steps need to be taken, such as providing flexibility in 
compensation, to encoiuage qualified IRS career executives to remain witii the IRS so tiiat their 
knowledge and expertise is not lost. 

Professional Appointees. To facilitate broad approaches and thiiiking on issues, AICPA 
recommends that some positions now reserved for cmeer civil s^ice employees be open for 
“{x'ofessional aj^iointees.” These professKHul iqjpointees should be selected based on their 
professitmal and managerial competence ratiter than political affiliation »d should be ^lointed by 
the Commissioner witii the iqiprovai of the Board. 
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Emphasis should be placed on using professional appointees in positions managing program 
execution rather than solely in policy-making positions. To prevent such appointees horn dealing 
directly with specific taxpayer cases, no such anointments outside the National Office should be 
for positions below the Regional Commissioner level. 

Taxpayer Advocate’s Office 

ResDonsihilitvto Represent Taxpayers . The Taxpayer Advocate’s Office is in the unique position 
of being inside the IRS, yet having the specific charge of representing the interests of American 
taxpayers, scrutinizing the Service’s activities, and serving as the advocate of taxpayers in 
recottunending changes that will improve the IRS’s service and responsivenessto taxpayers. Given 
that role, the Taxpayer Advocate must zealously represent taxpayers, not serve as a spokesperson 
or apologist for the IRS. 

Need for Independence. For the Taxpayer Advocate’s Office to fulfill its responsibilities, it must 
have the trust of taxpayers. We recognize that, from a realistic point of view, it is probably necessary 
to have the Taxpayer Advocate’s Office be part of the IRS, so that the employees of the Advocate's 
Office can have access to taxpayer information. The fact that the Office is organizationally a part 
of the Internal Revenue Service, however, may taint its objectivity in the minds of taxpayers. It is, 
therefore, crucial that the Taxpayer Advocate’s Office be structured and operated in such a manner 
as to maximize the independence of its advocacy. For example, the Taxpayer Advocate should be 
appointed by and report directly to the independent Oversight Board instead of to the Commissioner. 

While we recognize the many contributions already made by the Advocate’s Office, based on the 
Taxpayer Advocate’s atuiual reports to Congress in 1997 and 1998, it appears the Taxpayer 
Advocate's view of issues is too heavily weighted from the IRS' perspective rather than that of the 
taxpayers. The weighted IRS perspective, unfortunately, sends the message to the taxpaying public 
that the Advocate may not be independent. This image must be changed. 

Director of Practice 

Currently, the Director of Practice is appointed by the Secretary of the Treasury. The Director of 
Practice acts upon applications for enrollment to practice before the IRS, institutes and provides for 
the conduct of disciplinary proceedings relating to attorneys, certified public accountants, eiuolled 
agents, eruolled actuaries and appraisers, makes inquiries with respect to matters under the office’s 
jurisdiction, and performs such other duties as are necessary or appropriate to cany out the functions 
of the office as described above or as prescribed by the Secretary of the Treasury. 

niifliificat ions for Selection. We recommend that the Secretary of the Treasury be required to obtain 
input regarding the selection of the Directorof Practice from the Board and that a candidate for the 
position should have either substantial experience as a tax practitioner representing taxpayers before 
the IRS or substantial experience within the IRS working with tax practitioners. The primary source 
of candidates should be from outside the IRS. 
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Expansion of Resnonsibilities. We also recommend that the Director of Practice’s responsibilities 
be expanded to include monitoring the leading causes of disciplinary action against tax practitioners 
and developing lecommendationsfor reducing the occutrenceof such causes, developing criteria for 
the process and types of cases where referral of tax practitioners is appropriate, and maintaining 
close relationships with tax administration and professional organizations. The Director of Practice 
should also work closely with the IRS chief compliance office in establishing standards for ethical 
behavior on the part of IRS employees. 

Accounting and Financial Records Advisory Group 

The IRS board of directors should establish an advisory group of CPAs/CFOs (in effect, an audit 
committee) horn the private sector. The group should act as an advisor to the IRS on the financial 
statement and accounting issues raised by the GAO in its financial statement audits, as well as serve 
as a resource to the GAO on the issues and corrective actions involved in the annual financial 
statement preparation and audit processes. 

Change in IRS Culture 

Recruitment and Retention of the Best for the IRS 

Employment at the IRS has always been viewed as a professional career. In the past, the IRS 
successfully recruited entry level personnel who not only grew with the organization, but who today 
are leaders in the tax field both inside and outside the IRS. Ensuring the continuity of this 
successionof leaders will require improvements in recruitment, training, and compensation, as well 
as clarification of career paths for IRS employees. The IRS's strategic plan needs to focus on 
accomplishing these objectives. 

Competitive Salaries. In many geographic locations, IRS salary levels are woefully uncompetitive. 
The IRS must be capable of paying competitive salaries in order to recruit and retain qualified 
employees. If this raises issues of equity among govermnental agencies, we would note that no other 
agency so touches the lives of the U.S. public, and no other agency is charged with raising over J 1 .5 
trillion a year. 

Superior Training. Superior training has been one of the attractions of a career with the IRS. 
Obviously, better trained IRS employees work more efficiently and taxpayers have a better 
experience dealing with properly trained IRS employees. Conversely, for taxpayers and tax 
professionals, dealing with ill-informed auditors often results in wasted time resolving needless 
issues and promotes negative attitudes toward the IRS. 

High Educational Standards High educational standards must be set for IRS employees. These 
standards should require both a quality accounting education as a prerequisite to hiring and 
dismissal of agents who caimot pass training. 
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Increase in the Number of CPAs in the IRS. To increase the depth of knowledge and practical 
experience of IRS enqtloyees, it is recommended that the practice of hiring CPAs in the Office of 
IRS Chief Counsel be reinstated and that continuous and active recruiting of CPAs in the 
Examination Braich be undertaken. Further, in connection with continuing education for IRS 
employees, non-CPA employees should be encouraged to become CPAs. 

ProfessiMaiuai and Image 

The "Forward" to the IRS Rules of Conduct notes that public coididence in the Service "can be 
instilled and maintained only if every contact with the public reflects high ethical standards and [the] 
commitment to perform [the] work conscientiously, courteously, and effectively." The 
professionalism that is present in the executive ranks of die IRS must be passed down to employees 
at all levels. 

Codification of Prof essional Standards The IRS should codify and enforce its professional 
standards. Due to the interdisciplinary nature of tax standards, the IRS and professional tax 
organizations should form a wcs'king group to collegially develop such standards of professionalism. 

Job Perform anre Me asurements . In testimony before die National Commission on Resducturing 
the Internal Revenue Service and in a July 7, 1997 letter to the IRS, the AICPA objected to the 
measurement standards applied to job performance of IRS employees aid encouraged measurement 
based on professionalism. Better performance measures must be devised to reward peifoimancediat 
furthers the mission of the IRS raher than encotusge overly aggressive and unjustified proposed 
adjusonentsand collection actions. We are pleased with the actions taken dius far in this area and 
hope the process of improving the measurement system is continued. 

Public Relations Campaign. As a means of increasing employee morale as well as aiding 
compliance and reducing negative ratings, the IRS should communicate to the public that it works 
in the public mterest carrying out the mandates of Con^ss. 

CKwtr StniiK Aa fach 

CustMBer Service Initiaeives 

Over the past year, much has been written and said idraut die need for the IRS to provide better 
customer service to ttuqsayers and several initiatives, snch as proMera solving days and increased 
phone service, have been instituted. The Commissumer has developed a prc^sal that would 
reorganize the IRS along customer lines to enable it to provide service mme specifically designed 
for the particular custoiner/taxpayer. In addition, the Customer Service Task Force, as part of die 
National Performance Review, recently issued a report that lists numerous customer service 
initiatives. We are heartened by such proposals. 

We have indiemed to the Conunissioner that our initial reaction to die concept of reorganiziag the 
IRS into business units focused on taxpayers with similar chaiacteristicsis extremely favorable. The 
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concept should provide the Service with the ability to focus on the specific needs of each business 
group, assist with taxpayer compliance, and tailor enforcement procedures to the specific issues of 
each group. The overriding principle of the concept that we endorse is that of focusing the Internal 
Revenue Service’ s efforts outside of the organization, to taxpayer and practitioner needs, rather than 
toward the internal operation. We believe that the concept, if developed as described to date, will 
improve the ability of taxpayers to comply with the country’s complicated tax laws, and better 
enable the Service to direct its limited resources toward enforcement of those laws. 

We also noted to the Commissionerthat transitioning the Internal Revenue Service from its current 
organizational structure, culture and functions to that envisioned by his proposal will be 
extraordinarily challenging and offered our assistance. Likewise, we offer our assistance in helping 
with other customer service initiatives. 

Taxpayer Rights Proposals 

Beyond these customer service initiatives, there also is a need for the enactment of additional 
taxpayer rights provisiorts. A detailed discussion of those provisions is set forth in our written 
testimony for the January 29, 1 998 Senate Finance Committee hearing; we will be happy to provide 
you with a copy of that testimony on request. 

Updating IRS Technology 

To convert the IRS into a customer service-driven organization will require not only strong 
leadership and a change in the IRS internal culture, but also improved technology. We urge you and 
other members of Congress to provide the IRS with the support necessary to bring the technology 
of the IRS up-to-date and to keep it current in the future. 

Stability and Simplification of the Tax Law 

The IRS can be restructured over and over again but the basic frustration taxpayers experience with 
the IRS will remain until the issue of the complexity of the tax law has been addressed. It is obvious 
to those of us here today that tax law complexity originates not from the IRS, but from Congress, 
through the complex tax laws it enacts and the constant changes it makes to those laws. That may 
not be so obvious to the average citizen, however. 

Regardless of who has created the complexity, the fact remains that the tax law is entirely too 
complex and, as evidenced by the capital gains provisions in the Taxpayer Relief Act of 1997, 
continues to become mote so. Congress, Treasury, the IRS, and tax practitioner groups all should 
assume responsibility for doing whatever we can to bring simplification and stability to the tax law. 
The IRS should be particularly interested in pursuing simplification and stability in the tax laws and 
take an active role. 

We urge Congress to apply a complexity analysis prior to passing any legislation affecting the tax 
laws. We also urge the IRS to provide Treasury and Congress with information regarding the 
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administrative and taxpayer burdens that would result under legislative proposals that would 
affect the tax laws; this information should be provided throughout the year as the proposals are 
being discussed, not merely once a year as part of the Taxpayer Advocate’s aimual report to 
Congress. 

We refer you to our written testimony for the November 8, 1996 hearing of the National 
Commission on Restructuring the Internal Revenue Service for a more detailed discussion of the 
tax law complexity issue and the AICPA Tax Complexity Index. 

CLOSING COMMENTS 

The AICPA appreciates the opportunity to offer comments at today’s hearing tuid is willing to 
provide your committee with additional assistance and comments as requested. Thank you for 
your attention. 
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APPENDIX A 

Prior AICPA Testimony and Written Comments 
Regarding IRS Restructuring and Reform Issues 


I . Testimony on tax law complexity, with proposals for introducing simpification considerations 
into the legislative process (1 1-8-96 hearing of the National Commission on Restructuring the 
IRS). 

2 Testimony presenting taxpayer rights proposals (2-26-97 hearing of the National Commission 
on Restructuring the IRS) 

3. Testimony on IRS budget and the impact of inadequate funding (3-18-97 hearing of the House 
Ways and Means Subcommittee on Oversight). 

4. Testimony on overall recommendations to improve the IRS (4-17-97 hearing of the National 
Commission on Restructuring the IRS) 

5 Testimony on goverance and oversight of the IRS (9-17-97 hearing of the House Ways and 
Means Committee) 

6. Testimony commenting on the taxpayer rights provisions in H R 2292, the Internal Revenue 
Service Restructuring and Reform Bill, and proposing additional taxpayer rights provisions (9- 
26-97 hearing of the House Ways and Means Subcommittee on Oversight) 

7. Testimony commenting on some of the most significant provisions and topics in HR. 2676, the 
Internal Revenue Service Restructuring and Reform Bill, as passed by the House, and H R. 
2292, its predecessor (1-29-98 hearing of the Senate Finance Committee). 

8 Letter, dated 3-6-98, to Commissioner Rossotti, commenting on his proposed new concept of 
operations for the IRS 

9. Letter, dated 3-17-98, to staff of the Senate Finance Committee, regarding penalty and interest 
reform. 

10. Letter, dated 3-20-98, to Senators Roth and Moynihan regarding interest netting proposals. 

I I . Letter, dated 3-25-98, to Senator Roth regarding various IRS restructuring issues 
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Final - February 28, 1997 


AICPA TAX COMPLEXITY INDEX 


The attached AICPA Tax Complexity Index was first developed in 1992 by the AICPA Tax 
Simplification Committee, revised by the Tax Policy and SimplificationCommittee, and approved 
by the Tax Executive Committee in 1997. The Index is a tool for measuring complexity factors 
as detailed in the AICPA Blueprint for Tax Sinplification issued in 1 992 . The purpose of the Index 
is to assess the relative complexity (or simplification) of proposed tax law changes. The Index is 
used by AICPA committees when developing legislative proposals and comments. The AICPA 
also encourages Congressional tax writing staffs to use the same or a similar index when 
considering and drafting proposed legislation. 


The Index consists of two parts. The first section includes IS relatively objective, multiple choice 
questions. The scores for the first IS questions should be totaled and the resulting numerator 
divided by a denominator of IS to arrive at an average score for the provision being considered. 
If a question is not applicable to the provision being considered, it should be eliminated from the 
scoring and the denominator should be reduced by one for each question eliminated. The resulting 
“overall complexity index score" may be interpreted as follows: 


-l.S or below 
-.8 to -1.4 
-.1 to -.7 
0 

-l-.l to -l■.7 
+ .8 to -1-1.4 
-1-1.5 or above 


substantial simplification is achieved 
moderate simplification is achieved 
minor simplification is achieved 

no increase in complexity, no contribution to simplification 
minor increase in complexity 
moderate increase in complexity 
substantial increase in complexity 


If a particular legislative proposal scores in the positive range, it does not mean that it should 
always be discarded as too complex. The evaluator should then consider the second section which 
includes six subjective questions that address issues that must be examined in conjunction with the 
overall complexity index score. 


Questions in the Index are designed to assess many of the complexity factors discussed in detail 
in the Blueprint. The problem of an overly complex tax system has arisen in part because of the 
dominance of other legislative goals, such as revenue enhancement, rate reduction, and economic 
and social policy. Even working within the constraints imposed by the need to balance the variois 
objectives of the tax system, it is possible to achieve a simpler tax system. Because complexity 
is a multidimensional concept, no single index can measure complexity ri an absolute sense. For 
example, the relative importance or weight of a particular complexity factor depends in part on 
the type of taxpayer or transaction involved. Users of the Index are therefore cautioned to 
consider the context of a particular provision when answering the questions. The resulting score 
should then be viewed as a measure of comfort or discomfort with a proposed tax law change. 


(M :\share\ux\ferguson\tps\rev ised . ci2) 
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AICPA TAX COMPLEXITY INDEX 


1 . What is the nature of the proposed provision? 

a. Entirely new provision introduced. +3 

b. Prior provision modified, replaced or reinstated with one or more 

changes to this provision in recent years. +2 

c. Prior provision modified, replaced or reinstated with no other 

changes to this provision in recent years. + 1 

d. Existing provision repealed or expired and not replaced. -1 

e. Provision that requires particularly complex legislative or regulatory 

calculations is repealed or replaced. -3 

2. When will this change be fully effective? (Eliminate this question if not applicable.) 

a. Retroactively or at mid-year with some taxpayers having to file 

amended returns. +3 

b. Gradually, with changes being pha$ed-in over two or more years. +2 

c. Fully effective at end of current year. +1 

d. Not until next year. 0 

e. Not until some specific date more than one year in the future. -2 

3. Will prior rtiles continue to apply to assets acquired or transactions 

entered into prior to this change? If yes. for how long? 

a. Yes, for five or more years. +2 

b. Yes, for less than five years. + 1 

c. No 0 

4. Will tax forms (and instructions) need to be desisted or revised as a 

result of this change? 

a. A new form will be needed. +3 

b. Major additions needed to existing form. +2 

c. Minor additions needed to existing form. +1 

d. No form changes needed. 0 

e. An existing form can be slightly shortened. -1 

f. An existing form can be sutetaiuially shortened. *2 

g. An existing form can be eliminated. -3 


5. Does effective date give sufficient time to implement changes on forms, 

instructions, and taxpayer information materials? (Eliminate this question if not applicable.) 
a. No. and tax forms and instnictioDS applying prior rules may have 


already been finalized. +3 

b. Yes, but a major reallocation of resources will be needed. +2 

c. Yes, but some further work may be needed in future periods. + 1 

d. Yes, because only minimal or no changes needed. 0 

e. Only future forms will change. -1 
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AICPA TAX COMPLEXITY EMDEX 

6. Are changes clear and unambiguous or will further clarification be needed? (Annual CPI adjustments 

should not be considered.) 

a. Major clarification needed and/or regulations have been mandated by legislation. +3 

b. Moderate clariftcation is needed. +2 

c. Minor clarification is needed. + 1 

d. No clarification anticipated. 0 

e. Minor ambiguity in prior law clarified. *1 

f. Moderate ambiguities in prior law clarified. -2 

g. Major ambiguities in prior law clarified. -3 

7. Will clarification be available prior to applicable filing season? (Eliminate this question if not ^licable.) 

a. No +3 

b. Temporary guidance, such as ctMnmittee reports, provide some 

clarification, but further work will be needed. +2 

c. Yes. but some further guidance may be needed in hmire periods. + 1 

d. Yes. but major reallocation of resources will be needed. 0 

e. Yes. because sufficient time exists to draft guidance. *1 

f. Provision is self-explanatory and tK> guidance needed. -2 

8. Does this change include specialized terminology requiring defmition(s)? (Annual CPI adjustments 

should not be considered.) 

a. Yes, and the derinitions are either not included in the legislation or 

they differ significantly from similar terms defined elsewhere in tax statutes 

and regulations. +2 

b. Yes, and this legislation clearly defmes new terms not previously 

defined by tax statute and regulations. +2 

c. Yes, and the definitions are found elsewhere in tax statute and regulations. 4-1 

d. No specialized terminology b included in this change. 0 

e. Yes, and thb provbion serves to simplify the definition of such 

terminology used elsewhere in the co^. - 1 

f. A previous conflict in terminolo^ b eliminated by thb change. -2 

9. Are the concepts and de^tioos used in thb provbkm consistent with 

those found elsewhere in the law (i.e., was there horizontal drafting)? 

a. No, and redrafting of other code sections will be needed to 

provide consbtency. +3 

b. No, but there b adequate justification for allowing inconsbtent 

rules or defuutions. 4-2 

c. No, but differences are minor and maybe easily remedied. 4- 1 

d. Yes 0 

e. Some previous inconsbtencies are now eliminated. -1 

f. Many inconsbtencies are eliminated. -2 

g. The need for certain deflmtioos b eliminated. -3 

10. How will this change affect recordkeeping requirements? 

a. Substantial records, not normally kept in ordinary course of business, 

invesonem. or persona] affairs, will DOW be required. 4-3 

b. Data in records normally kept for other purposes will have to be 

substantially reorganized for (ax purposes. +2 

c. Minor recordkeeping requirements are added. 4- 1 

d. There are no changes in recordkeeping requirements. 0 

e. Minor recordkeeping reqiurements eliminated or reduced. -1 

f. Moderate recordkeeping requirements eliminated or reduced. -2 

g. Substantial recordkeeping requirements eliminated or reduced. -3 
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AICPA TAX COMPLEXITY INDEX 


1 1 . How will this change affect the number and type of calculations that must be 

made on and off the tax form? 

a. Many and complex calculations added. +3 

b. Many simple calculations added. +2 

c. Some single calculations added. + 1 

d. No calculations added. 0 

e. Some simple calculations eliminated. -1 

f. Many simple calculations eliminated. -2 

g. Many complex calculations eliminated. -3 

12. Will taxpayers need to make calculations just to determine whether 

this provision applies to them? 

a. Yes, substantial calculations needed to determine applicability. +3 

b. Yes, some calculations needed to determine applicability. +2 

c. Yes, minor calculations needed to determine applicability. + 1 

d. A safe harbor or threshold amount eliminated calculation to determine 

applicability. 0 

e. No calculations needed to determine aj^Iicability. -I 


13. Does this change require taxpayers to make redundant calculations involving 

essentially the same data? Also, to what extent do tax calculations vary from 
standard recordkeeping practices or other industry standards? 

a. Multiple, redundant calculatitms involving essentially the same data are required 


for tax purposes, and these calculatmns vary substantially from those done for 

other purposes. +3 

b. Only one set of tax calculations needed, but they vary substantially from those 

done for other purposes. +2 

c. There are minor differences between tax and required accounting calculations. + 1 

d. No redundant calculations required. 0 

e. Minor redundant calculattoQS eliminated. -1 

f. Moderate redundant calculations eliminated. -2 

g. No substantially parallel tax calculations or other accounting calculations 

arc required. -3 

14. Are the calculations, definitions, and recordkeeping requirements understandable 
for the target population? 

a. No, compliance burdens will be excessive. +3 

b. Moderate difficulty will be encountered. +2 

c. Minor difficulty will be encountered. +1 

d. No problems anticipated. 0 

e. Minor difficulty has been eliminated. -1 

f. Moderate difficulty has been eliminated. -2 

g. Major difficulty has been eliminated. -3 
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AICPA TAX C<»mJ3aTY INDEX 


IS. Is the level of tax law coa 4 )lexMy appropruue for the coin|4exity of die targeted 
traasactioiis? 

a. No, comptiaoce burdens wiU be excessive. +3 

b. Tax law coaqdexiiy modenttely exeessive. +2 

c. Tax law convexity sUghtly excessive. + 1 

d. Complexity trf proviskm clearly justified by aature of targeted transactions. 0 


In addition to the above quesdcms v/bich can be posed in a relatively objectne manner, die foUowmg subjective questions 
need to be evaluated in ^terminkig a proviaiotks over^ omiplexity: 

16. Besides complete repeal, can ^ (dijective of diis change be achieved in a simpler manner? 

17. Do the benefits of this change outweigh the costs of cooidiaBce aaid administration? 

18. Does die simplification achieved lead to substantial uzdaimess? 

19. Has diis change been given adequfie bearing and debate? 

20. Is the prqiosed statute clearly written tmd logical? 

21. Area significant number of ttu^yers now required to matfg (or relieved of making) difficult calculations or to 
meet invdved filmg requkemems? 
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AICPA TAX COMPLEXITY INDEX 

Subject: 

Code Section: 

Source/Reference: 

Nature of Recommendation: 

Administrative Legislative 

Policy Technical 


Details of Complexity Index Rating/Score for Each Question; 


01 

06 

on 

02 

07 

012 

03 

08 

013 

04 

09 

014 

05 

OlO 

015 


Total for Question 1 - 15 


+ 15_ 

_ Divide by 15 (Reduce this number by 

one for each question eliminated - See questions 2 , 5. and 

7.) 

^ Overall Complexity Index Score 


Answers to sul 

bjective questions: 



Q16. 

Q17. 

Q18. 

Q19. 

Q20. 

021 . 
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Mr. Horn. Well, we thank you. I know you have to grab a plane, 
and I don’t want to rush you, but some of the testimony will come 
out in the questions and answers, if you can stay with us a little 
bit. I thought your appendix A was immensely helpful in terms of 
what you have done as professionals with various congressional 
committees, so we appreciate that. 

We now move to the National Academy of Public Administration 
and Mr. Thomas H. Stanton is chair of the Standing Panel on Ex- 
ecutive Organization and Management of the National Academy of 
Public Administration; and he is accompanied by an old friend of 
mine named Herbert Jasper, who has been a witness many times 
before this subcommittee who is also a member of the Standing 
Panel on Executive Organization. Now that group, I will say to 
anyone who cares, that they probably have several thousand years 
of high executive experience in that group. Some of them have been 
at it for 50 years apiece, and that ups the number to easily a thou- 
sand. But it is a very wise group of people, even if I maybe dis- 
agree with a recommendation here and there. So, Mr. Stanton, we 
are glad to have you with us. 

Mr. Stanton. Thank you very much, Mr. Chairman. We are ab- 
solutely delighted at your constant probing of government manage- 
ment issues in one area after another, and the IRS, of course, is 
one of the most important. 

In our testimony on IRS, we would like to make four major 
points. First, we supi»rt recommendations of the National Com- 
mission and the provisions of H.R. 2676, the IRS Restructuring 
Act, to strengthen congressional oversight and dedicate greater 
congressional attention to management issues. The National Com- 
mission focused on increasing the involvement of the congressional 
tax committees, but H.R. 2676 wisely includes the Government Re- 
form and Oversight Committee in the oversight process, and we 
hope, by extension, this subcommittee. Greater involvement of your 
subcommittee in oversight can help to promote accountability of the 
IRS and to assist its managers in addressing some of the problems 
of an ingrown organizational culture. 

This subcommittee also could assist IRS in applying the Govern- 
ment Performance and Results Act to assure that the agency pur- 
sues performance goals that strike an appropriate balance between 
the need to collect revenues efficiently and the need to treat tax- 
payers responsibly, fairly, and with respect. And indeed, some of 
the problems pointed out on the Senate side can be seen as deriv- 
ing from an imbalance and congressional emphasis on tax collection 
to the detriment of those other values. 

Second point. The oversight board that H.R. 2676 proposes for 
the IRS could gravely damage the accountability of the IRS and the 
quality of that agency as an institution. These problems can be 
overcome if the Congress were to turn the oversight board into an 
advisory board. H.R. 2676 gives the oversight board authority to 
approve strategic plans, reorganization plans and budgets of the 
IRS. The bill thus allows private parties to determine the deploy- 
ment of the Nation’s tax collection apparatus and invites self-serv- 
ing actions by the private board members or invites the perception 
of such actions that could well lead to increased tax evasion. By 
giving the oversight board authority on these important IRS deci- 
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sions, H.R. 2676 will make it difficult for Congress to hold anyone 
accountable for IRS performance. The Commissioner, individual 
board members, and the Secretary of the Treasury all will be able 
to point to others who hold partial responsibility for any actions 
that engender criticism. 

We urge the Congress, as it did in legislation to create an inde- 
pendent Social Security Administration, instead to create an advi- 
sory board and retain a single Commissioner as head of the agency 
who can be held fully accountable to the Congress on behalf of the 
American taxpayer, as happened this morning. A strong advisory 
board can help to infuse the IRS with fresh points of view on behalf 
of the private individuals and companies who must pay taxes and 
deal with the agency. 

Our third point is that management improvements must enhance 
rather than detract from the professionalism of the IRS. We sup- 
port the ideas of a fixed term and a performance contract for the 
Commissioner. H.R. 2676 also makes welcome additions to the 
flexibility of IRS personnel rules and provides that they should be 
exercised consistent with merit systems principles. We do urge that 
the Congress strengthen provisions to assure that merit principles 
are applied to the hiring of all IRS employees below the level of 
Commissioner. Otherwise, over time, if not immediately, the agen- 
cy is likely to be offered a remarkable array of politically well-con- 
nected, but marginally qualified people for positions that were in- 
tended to be filled by experts. 

Our fourth point is reorganizing a large and essential agency, 
such as the IRS, is a process that is fraught with pitfalls. The Con- 
gress should refrain from specifying any details of internal organi- 
zation in legislation. Commissioner Rossotti has proposed a far- 
reaching reorganization for IRS. We urge that these profound 
changes proceed cautiously and with sensitivity for the need to con- 
tinue vital IRS functions throughout the time when reorganization 
is occurring. As with government efforts to absorb new technologies 
on a large scale, the lessons of past Federal reorganizations send 
a signal of caution. In particular, we believe it would be unwise for 
the Congress to prescribe any details of a proposed reorganization. 
Pilot testing of new ideas may reveal that alternative approaches 
are needed to prevent unintended management consequences. The 
language of the bill, as it is evolving in the Senate, is likely to be 
far too rigid to permit the kind of experimentation and adaptation 
that is needed for a large-scale reorganization to succeed. 

Mr. Chairman, we would like to close by pointing out, and here 
we are echoing Representative Kucinich, that for all of the short- 
comings that the Congress has identified, the IRS continues to do 
a remarkable job. Each year, as the Congressman pointed out, the 
agency processes over 200 million returns, collects over $ 1 V 2 tril- 
lion of revenues, and provides information and tax advice 100 mil- 
lion times. This committee needs to scrutinize the provisions of 
H.R. 2676, especially with respect to IRS organization and govern- 
ance, to assure that new legislation does not endanger that track 
record. We urge that any IRS restructuring legislation include pro- 
vision for prompt evaluation of the impact of particular features of 
the new law upon the ability of this country to continue to collect 
the revenues that we need. A 5-year sunset provision, especially on 
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any changes to IRS governance structure, will provide the Congress 
and this subcommittee in particular with an opportunity to refine 
its approach to these important matters in light of experience. 
Thank you very much. We would be pleased to answer questions. 
[The prepared statement of Mr. Stanton follows:] 
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Chairman Horn and Members of the Subcommittee: 

Thank you for your invitation to testify on the management and organization of the 
Internal Revenue Service (IRS). My name is Thomas H. Stanton. I am Vice Chair of 
the National Academy of Public Administration's Standing Panel on Executive 
Organization and Management. Another panel member, Herbert N. Jasper, is 
accompanying me today. 

Standing panel members have extensive experience and knowledge about the 
relationship of organizational structure to the quality of federal management. The panel 
or its members have often testified on issues such as those presented by the IRS 
Commissioner's reorganization plans and by H.R. 2676, including those considered in 
connection with the governance structure for the Social Security Administration and the 
Resolution Trust Corporation. This statement does not necessarily represent the views 
of the National Academy as an institution. 

The Congress has a vital stake in assuring that IRS carries out the law in an 
accountable, effective and humane manner. The country will always need an IRS. 
Whether we have some form of today's tax system, a flat tax or a consumption tax, 
issues of implementation and good management will always be important to the 
American taxpayer. 

In our testimony today we would like to make four major points: 

• We support the recommendations of the National Commission on 
Restructuring the Internal Revenue Service and the provisions of H.R. 2676 
to strengthen congressional oversight of IRS and dedicate greater 
congressional attention to management issues. 

• H.R. 2676 would create an Oversight Board that would greatly limit the 
accountability of IRS to the Congress, the President and the Treasury 
Secretary, and damage the professional independence of the agency. These 
problems can be overcome if the Congress would alter the role of the 
Oversight Board to be advisory in nature. 
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• Management improvements must enhance, rather than detract from, the 
professionalism of IRS. 

• Reorganizing a large and essential agency such as IRS is a process that is 
fraught with pitfalls. The Congress should refrain from specifying internal 
organization details in legislation. 

Let's consider each of these points in turn; 

IT IS IMPORTANT TO STRENGTHEN 
CONGRESSIONAL OVERSIGHT OF IRS 

Similar to other large agencies, IRS receives oversight from a large number of 
corrunittees and subcommittees. Most oversight tends to focus upon particular aspects 
of tax policy, not on the management implications of those policies. The Joint 
Committee on Internal Revenue Taxation has played a useful and continuing role in 
coordinating tax policies, but has not taken a similar role in considering tax system 
operations and IRS management. 

Title rv of H.R. 2676 requires that representatives from three House and three Senate 
committees, including the House Committee on Government Reform and Oversight, 
conduct a twice-yearly joint hearing to review the strategic plans and budget of IRS. 
Further, the Joint Committee is directed to report annually to the six committees upon 
those matters, as well as on the state of our tax system, taxpayer service and 
compliance, and technology modernization. We believe those provisions offer an 
oppoitunity for constructive oversight of IRS management, as well as for review of tax 
policies. 

This subcommittee could make a substantial contribution to such oversight. For 
example, the Senate Finance Committee has raised the specter of overbearing IRS 
collection of taxes. Needed is a congressional mandate for IRS to achieve effective 
collection of taxes owed while treating taxpayers fairly and decently. The provision of 
such a balaiKed mandate could occur through this subcommittee in the context of the 
Government Performance and Results Act of 1993 (GPRA). A first step would be to 
ensure that performance goals for the agency relate to the quality of IRS taxpayer 
service, and not merely to the amount of tax revenue to be collected. In enacting 
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GPRA, the Congress cautioned agencies about the problem of distorted performance 
goals. The Senate Governmental Affairs Committee stated in its report on the act that, 

"It is very important that annual performance plans include goals, not just for 
the quantity of effort, but also for the quality of that effort. " ' 

The then-House Committee on Government Operations similarly stated that: 

"The Committee believes agencies should develop a range of related 
performance indicators, such as quantity, quality, timeliness, cost and outcome. 
A range is important because most program activities require managers to 
balance their priorities among several sub-goals.”^ 

In the face of pressures to strengthen tax collection efforts, and thereby to reduce the 
federal budget deficit, this emphasis on balance became lost. In congressional hearings, 
a General Accounting Office report, and appropriations hearings for the 1995 
compliance initiative, IRS was pushed to become more effective at increasing revenues, 
both from additional audits and through collections from delinquent taxpayers. The 
need to assure fair treatment of taxpayers was neglected in this emphasis on 
revenue-raising. 

Therefore, we recommend that Congress— and this Committee in particular— take an 
interest in the balanced implementation of GPRA by IRS, and the development and 
application of an even-handed set of performance goals. IRS must still be directed to 
collect the maximum amount of taxes owed, but should also deal reasonably and 
equitably with those who owe money to the government. GPRA, properly applied with 
assistance from this subcommittee, can help to set a balanced agenda for IRS. 

With a clear set of balanced goals, IRS should then carefully review its internal rules 


'Govemment Performance and Results Aci." report of die Committee on Governmental Affairs, United 
States Senate, to accompany S. 20, Report 102-429, September 29, 1992, p. 15. 


'Government Performance and Results Act of 1993," report of the Committee on Govemment 
Operations, U.S. House of Representatives, to accompany H.R. 826, Report 103-106, Part I, May 25, 
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and procedures. It must assure that any guidance to staff, as well as performance 
standards, and evaluation and reward systems and practices are consistent with the 
desired combination of effective tax collection and fair treatment of taxpayers. Perhaps 
a new code of conduct should be developed to embody this balanced approach. 

THE PROPOSED OVERSIGHT BOARD WOULD 
GREATLY REDUCE THE ACCOUNTABILITY OF IRS 

The report of the National Commission strongly influenced the content of the bills now 
being considered by the Congress. Commission members or staff consulted several 
Fellows of the Academy because of their knowledge of IRS as well as the organization 
and management of large subcabinet agencies.^ Since its release in June 1997, the 
report and the ensuing legislation have been discussed at length by Academy members. 

We are pleased that the House substimted an Oversight Board for a board of directors. 
But, we do not think that the House-passed bill went far enough. H.R. 2676 gives the 
proposed Oversight Board authority to approve strategic plans, reorganizations, and 
budgets of the IRS. The bill gives private parties a voice in determining the deployment 
of the nation's tax collection apparatus and thereby invites self-serving actions by the 
private board members, or— at a minimum— the perception of such actions. Under this 
governance structure, the Secretary, the Commissioner, and individual board members, 
all will share accountability. Therefore, all will be able to point to others who hold 
partial responsibility for any actions that engender criticism. 

Needed instead is a board whose role is advisory in nature to help infuse IRS with fresh 
points of view on behalf of the private individuals and companies that must pay taxes, 
while trying to comply with an immense amount of instructions, paperwork, and rules. 
Such a board could add its voice to those of the Taxpayer Advocate, and perhaps the 
Chief Inspector, to help inform the process of congressional oversight and raise timely 
issues of importance to taxpayers and lawmakers. To the extent that a board with an 
advisory role gives sound advice, and has the ear of the Congress and the Secretary as 
well, its recommendations will very likely be persuasive to the Commissioner. 

Experience shows that, except for independent regulatory agencies with 
’3 These Fellows include Jonathan Breul, Sheldon Cohen, Alan Dean, Ronald Moe, and Edward Preston. 
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quasi-legislative and quasi-judicial functions, programs are most effectively managed 
when a single head is responsible and, of utmost significance, held accountable for 
performance. There is a real danger that subjecting the IRS Commissioner to 
additional demands and disagreements generated by the proposed Oversight Board may 
further compromise his ability to concentrate on essential management tasks such as the 
effective implementation of the Taxpayer Relief Act of 1997, modernization of the 
agency's technology, and the resolution of the year 2000 problem. 

We believe that the provisions regarding the proposed Oversight Board would seriously 
jeopardize accomplishment of some of the principal objectives of the legislation. Most 
important, H.R. 2676 would give powers to the Oversight Board's powers that would 
make it impossible to hold anyone fully accountable for IRS' performance. 

We do think the basic concept of having a group of very well qualified persons to 
review IRS strategic planning, management and operations, and to provide informed 
advice, is sound and helpful. A board with an advisory role to the Commissioner and 
the Secretary of the Treasury could open the agency to new ideas. Specifically, it 
could: 

• help assess how the agency is perceived by its customers 

• help think outside of the box, by assuring that genuine innovations receive 
full and fair evaluation and are not rejected out of hand by the bureaucracy 

• suggest new management, organizational or administrative ideas or 
approaches 

• provide a sounding board for innovations or changes that the Commissioner 
is considering 

All of these functions could be performed by a board that is advisory in nature. 
Although the bill uses the term oversight to describe the board that it would establish, 
under H.R. 2676 the board would, in fact, be a governing board. We think it would be 
a serious mistake to make the Commissioner accountable to a part-time board 
dominated by eight private citizens. 

The kind of board that we are proposing would differ greatly from the current 
Commissioner's Advisory Group. We are recommending a board that would have 
substantially more status and authority than the existing advisory group. That group is 
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appointed by the Commissioner and its members serve for single two-year terms. It 
has no assured access to information, and it reports only to the Commissioner. By 
contrast, creating a board in statute would give its members more visibility and longer 
tenure and could guarantee them access to all pertinent documents and data. The 
provisions in H.R. 2676 could well be expanded and strengthened to assure the board's 
full access to information beyond the scope of strategic and operational plans, 
reorganizations and budgets, as now provided in H.R. 2676. 

A statutory charter would also provide the new board a formal repotting channel to the 
Secretary, the Congress and the President. The board could be charged by law with 
such an important and sensitive function as reviewing complaints of abuse, a 
responsibility not assigned to the existing advisory group. 

The Congress would very likely pay as much attention to the views of a board with a 
review and advisory role as it would to a board that had decision-making authority. 
Indeed, the Congress could expect more candid views from such a board than from 
one that had already approved the decisions that the Congress might be inquiring about, 
or challenging. 

In short, we see many benefits flowing from a strong board with an advisory, rather 
than governing, role. It could provide the fresh view of outsiders. Those benefits can 
best be achieved without the dilution of accountability and the additional "layering" 
that would occur if the board is part of the decision-making process. 

Finally, we urge that the provisions respecting the Oversight Board be made subject to 
a sunset provision. Perhaps a five-year trial period would be appropriate since that is 
the term proposed for the Commissioner. The ten-year sunset provision, as recently 
proposed by the Senate Finance Committee, appears to us to be too long a period of 
time. 


6 



255 


MANAGEMENT IMPROVEMENTS MUST 
ENHANCE, RATHER THAN DETRACT FROM, 

THE PROFESSIONALISM OF IRS 

Here, we would like to consider three issues raised by H.R. 2676: (1) freedom of IRS 
from political influence, (2) merit principles and personnel flexibility, and (3) the need 
to evaluate the consequences of the sweeping changes contemplated by H.R. 2676. 

Prohibiting political influence in tax enforcement. This subcommittee is well aware 
that the nation's tax system muse be administered by an impartial, non-political, and 
competent workforce. Such professional administration has not always been the case at 
IRS. In the early 1950s, the American public was shocked by numerous reports of IRS 
employee embezzlement and bribery. To halt this corruption, the Congress enacted the 
1952 requirement that all IRS employees under the Commissioner be hired, trained, 
evaluated, and promoted under the merit system. 

Experience since 1952 has demonstrated the wisdom of that congressional decision. 
The subsequent change in IRS' image was striking. For decades, IRS was viewed as 
one of the better-managed and professional agencies. The recent Senate Finance 
Committee hearings and the year-long investigation of IRS by the National Commission 
have not shown— or even alleged— the kinds of employee embezzlements and bribery 
that precipitated the 1952 reforms. The revealed abuses were related to overzealous 
efforts to collect money for the Treasury, not to put money in the employees' own 
pockets. So we urge that this bill continue to stress the importance of a non-political, 
highly qualified workforce. ' 

We strongly support the prohibition in Section 104 of any attempt by some future 
President or other Executive Branch official to influence tax audits or investigations. 
Some of the recently released ’’Nixon tapes" reveal his anger and frustration over the 
fact that he had been unable to get IRS career personnel to audit taxpayers whom he 
regarded as his political enemies, and that he wanted to get a new Commissioner who 
would bend the career people to his wishes. There have been reports suggesting that 
similar efforts were made by other presidents or White House staff as well. 
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We believe that the prohibition on influencing tax audits is so significant that the 
Congress ought to extend it to cover all political appointees in the Executive Branch 
except for specified officials, such as those in appropriate posts at the Justice 
Department, whose official functions would require such involvement. In addition, we 
respectfully suggest that similar provisions be applied to the legislative branch. 

Merit principles and personnel flexibilities. We recommend that Congress strengthen 
the provisions to assure that merit principles are applied to the hiring of all IRS 
employees below the level of Commissioner. Otherwise, over time, the agency is likely 
to be offered a remarkable array of politically well-connected, but marginally qualified, 
people for positions that were intended to be filled by experts. 

H.R. 2676 provides an excellent opportunity to take further steps toward fulfilling the 
congressional intent of the Civil Service Reform Act of 1978. That legislation was 
designed, on the one hand, to encourage development of a far simpler civil service 
system which provided agencies and managers with the flexibility to modernize federal 
human resource management so the federal workforce could be more responsive to 
contemporary challenges. 

On the other hand, the Congress also included among the 1978 reforms a series of 
provisions designed to prevent the new flexibilities from being manipulated in ways 
that undermine the principles of a professional workforce chosen on merit and 
protected from politicization. Such protection is of the utmost importance in 
administering our tax laws. 

A set of merit principles was included in the 1978 law, together with a Merit Systems 
Protection Board (MSPB) and Special Counsel, to guard against violation of these 
safeguards as well as to prohibit discrimination. These provisions were included 
because of earlier experiences when the lack of safeguards permitted the positive steps 
of streamlining federal operations to be manipulated in ways that brought political 
intervention, resulting in scandal and lowered confidence of citizens in their 
government. 

We note that the effort to shield IRS from politically-motivated actions would be 
strengthened by assuring that all of its personnel, including those placed in newly 
authorized management or specialist positions, are not hired because of their own 
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pcrfitical connections. The 1952 requirement that all en^loyees below the 
Commissioner be hired on merit has worked well, and we recommend that it be 
retained in this bill. We, therefore, urge that Section 7804(a) of the bill be amended to 
require that all such en^loyees: (1) be selected on a non-political and non-partisan 
basis; and (2) be selected strictly on the basis of merit and qualifications. 

In a number of panel reports, the Academy has urged that federal personnel rules be 
made more flexible, as contemplated in the civil service reform law. * Therefore, we 
were glad to see that the House bill provides such flexibilities. And, we strongly 
si^port the provision that these authorities nuist be exercised in a maimer consistent 
with merit system principles. 

We recognize that IRS, from time to time, needs to hire experts from the private sector 
in such fields of expertise as information technology and customer service. But many 
federal agencies, including IRS, itself, as well as NASA, FAA and the Defense 
Department, have already demonstrated that such experts can and should be selected 
and hired on a merit basis. Indeed, some agencies have found that political pressures 
to hire marginally qualified or even unqualified people sometimes can be avoided only 
by requiring merit hiring. Since tax policy responsibilities will remain with Treasury 
Department officials, we think such new hiring should, like all other IRS employees, 
be carried out on a merit basis. 

To be sure a proper balance is maintained between using the new flexibilities and 
observing merit principles, we urge that Section 9301(a) be revised. It must make 
clear that the organizations with responsibility for dealing wkh violations of merit 
principles through appellate and oversight processes under the 1978 civil service 
reform and earlier legislation (MSPB and its Special Counsel, as well as the Office of 
Personnel Management (OPM)) still retain fliis responsibility with respect to IRS. 


E.g., 'Revhalizing Federal Management: Managers and Tbeir Overburdened Systems,' Report of an 
Academy Panel, 1983, and 'The Role of dm Office of Personnel Manageasem,' Academy Stanteg Panel 
on die Public Service, 1991. 
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The need to evaluate the consequences of H.R. 2676. The Congress is developing 
legislation that, in its current form at least, would fundamentally change IRS, and the 
agency's performance. Therefore, an organized independent evaluation of these 
changes and their effectiveness should be planned. The evaluation should be conducted 
once the changes are in place, and sufficient time has elapsed to measure their effects, 
for two reasons. 

First, it will be important to see whether the changes are achieving the objectives 
sought by the Congress —and if not, why not. The good intentions of the legislation 
may be thwarted by the unintended consequences that so often bedevil public 
administration. An evaluation would allow the Executive Branch and the Congress to 
take corrective action. 

Second, several of the changes may provide lessons for other agencies. A thoughtful 
evaluation will allow the Executive Branch and the Congress to determine which 
lessons are specific to IRS and which could be generalized. 

If a comprehensive evaluation is desired, it will be important to authorize it in the 
current legislation. The evaluation needs to measure agency performance both now and 
after changes have been adopted, using a common set of metrics. Equally important, 
it must start with the objectives sought by the Congress, understood not in the 
imperfect mirror of hindsight, but with the freshness and accuracy that only 
contemporary involvement can provide. 

REORGANIZING A LARGE AGENCY 
IS FRAUGHT WITH PITFALLS 

We have read with great interest Commissioner Rossotti's Fact Sheet describing his 
plan to modernize IRS, and his letter to Chairman Horn. We have also met with the 
Deputy Commissioner, who explained to members of the National Academy's Standing 
Panel on Executive Organization and Management the purposes and principal features 
of the modernization effort. 

We applaud the Commissioner's desire to put in place reforms that will overcome or 
mitigate identified deficiencies in the way in which this large and vital agency 
functions. Rapid changes in technology alone make it imperative that IRS adjust to 
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take advantage of the opportunities to expedite the handling of returns. 

Fellows of the National Academy have been involved in most of the major 
reorganizations which have taken place since the first Hoover Commission 
(1947-1949). That experience leads us to give this advice to the Congress and to the 
Commissioner. We urge that legislation dealing with the internal structure and 
management of IRS be confined to matters of policy and the governance of the tax 
collection agency. The Congress should refrain from the detailed prescription of the 
agency's headquarters or field structure. The Commissioner has indicated the 
complexity of the changes he is considering. He has also stated in his letter to 
Chairman Horn that, "Much smdy is required to validate this modernization concept 
and to decide on hundreds of details. " 

It has been our experience that few major efforts to reform large agencies escape the 
need for significant adjustments. Thus, any legislation that prescribes the internal 
structure of the IRS is more likely to place impediments in the way of needed reforms 
than to facilitate them. The Department of Transportation Act, as overwhelmingly 
approved by the Congress in 1966, provides a good model. That legislation created the 
department and placed in it such major entities as the Federal Aviation Administration 
(FAA) and the Federal Highway Administration; but it did not go beyond providing for 
the administrators and their deputies. This approach has enabled the Department of 
Transportation and its components to adjust, firom time to time, to changes in practices, 
priorities and technology. 

Our advice to the Commissioner in proceeding with his modernization concept is to 
"look before you leap." Hence, our enthusiasm for his recognition of the need for 
further study of what he has proposed. Changes in the organization and systems of 
management of Federal agencies are inevitable, and this is certainly true of IRS. But 
reorganization involves costs as well as benefits. Employees must be retrained and 
must learn to cope with new approaches to their work and new relationships. Offices 
may have to be relocated. The users of the agency's services have to be informed of 
all aspects of the changes that will affect them. Major changes in large agencies also 
require several years to plan and implement, during which time management must 
cope with, one hopes, temporary losses of productivity. 
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We give this advice not to discourage needed reorganization, but to emphasize that it is 
essential that management assure itself that the changes are really needed, that they are 
the best that can be effectively implemented, and the benefits will clearly exceed the 
inevitable costs. Careful analysis and planning and pilot-testing should precede the 
commitment to proceed with an agency-wide reorganization. 

An example of the total reform of a major sub-cabinet agency which was successfully 
designed and implemented was that of FAA in 1963-1966. In this instance, an 
over-centralized agency divided into "stove-piped" bureaus was adding several 
thousand employees per year and still having difficulty coping with the growth in 
aviation activity. A study was launched by the agency's Office of Management 
Analysis which concluded that the bureaus should be abolished and the bulk of 
operations delegated to a new group of regional directors. The plans for these radical 
changes were subjected to review and comment by both headquarters and field 
officials. This was followed by a three day conference of top officials of FAA. 

When the Administrator decided that the decentralization should proceed, FAA 
established a new region to test the key elements of the reform. When the test proved 
successful, regional directors were chosen for five additional regions. Next, the 
bureaus were replaced by staff "services" and several hundred headquarters positions 
were abolished or moved to the field. The entire process was closely monitored by the 
agency's strong management analysis staff and agency orders and practices were 
revised to reflect the decentralized mode of operations. Four years later, the regional 
system was still being fine-mned, but the resulting efficiencies had permitted the 
down-sizing of the agency from 45,000 to 41,000 employees, without compromising 
the quality of its operations. 

By contrast, in our National Academy studies, and in our work with various agencies, 
we have encountered a number of instances in which haste in seeking to reorganize an 
agency has resulted in a disappointing outcome. Recent examples are abolishing the 
regions of the Department of Housing and Urban Development, the former Department 
of Health, Education, and Welfare and the Corporation for National Service. The 
unfortunate lesson here, Mr. Chairman, is that there is no agency in the Executive 
Branch so poorly organized or managed that a badly conceived or implemented 
restructuring cannot make it worse. 
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We believe it is essential that the pending legislation refrain from addressing the details 
of internal organization for IRS. Further study and pilot-testing may dictate the need 
for changes that could be barred by the provisions in statute. Such a legislative 
straitjacket would ill serve the agency, the public and the Congress. 

CONCLUSION 

We applaud the efforts of the National Commission and the Congress to reform IRS. 
We note that IRS is already undergoing substantial change under the direction of its 
new Commissioner. We believe that you should give the agency and its new leader an 
opportunity to show what they can do. Creating a governing board at this time 
(regardless of what it is called) can only delay the pace of progress and confuse 
responsibility and accountability. 

In earlier legislation relating to agency governance structures, the Congress decided 
wisely to create advisory type boards for the Social Security Administration and the 
Resolution Trust Corporation, instead of governing boards. We strongly believe that 
the current reform efforts will be seriously compromised unless the Congress makes the 
same arrangement for IRS. 

Following are ten principal changes that we believe need to be made to H.R. 2676, as 
it has been ordered reported by the Senate Finance Committee, to help assure that the 
broad purposes of the legislation can be accomplished: 

• Convert the Oversight Board to a board that is advisory, rather than 
governing, in nature by deleting its approval powers, as well as the power to 
transmit IRS' budget. 

• Eliminate the board's explicit power to recommend the Commissioner's 
removal. 

• Vest in the President the power to name the board's chair. 

• Require board meetings once a quarter rather than monthly. 

• Make the detail of personnel to the board subject to the Commissioner's 
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discretion, and delete the board's authority to procure temporary and 
intermittent services. 

• Restate the continued authority of today's oversight and appellate agencies 
to assure the preservation of merit principles for all personnel actions, not 
just those taken pursuant to the new flexibilities granted. 

• Preserve the "1 20-day " rule for the Senior Executive Service, with an 
exception allowed for only the Deputy Commissioner. 

• Provide that the board shall be terminated after five years unless extended 
by statute. 

• Commission an independent evaluation of the functioning of the board and 
the other innovative features of the bill. 

• Delete the legislative prescription for a new organizational strucmre and 
encourage the Commissioner through report language to proceed cautiously 
and methodically toward developing and testing a structure that will enhance 
customer service while preserving efficiency and effectiveness. 

Only with such changes do we believe that IRS, even under a strong Commissioner 
with long experience as a manager, will be able to measure up to your expectations. 

Mr. Chairman, this concludes our statement. We will be glad to answer any questions. 
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Mr. Horn. Well, we thank you. What I want to do now is try out 
some of your ideas on some of our other panelists. We will start 
with Mr. Tucker. 

As I remember, you suggested on behalf of your panel the Under 
Secretary of Taxation as a possibility. As you heard me say, my 
worry there is that in the hierarchy, another level is being inter- 
posed between the Commissioner — who knows what’s going on — 
the 102,000 employees that essentially he is responsible for manag- 
ing, the Deputy Secretary of the Treasury, who is the No. 2 person, 
and the Secretary of the Treasury. 

I’ve seen this expansion of bureaucracy throughout Cabinet de- 
partments, I’ve watched them since I was in the Cabinet Depart- 
ment in 1960, and we had a very small staff. Commissioners did 
see the Secretary, and I just think that we have got a problem here 
when we’re interposing more people, more specif assistants, more 
people at the staff level and not enough worker bees, and the work- 
er bees are in the Internal Revenue Service. I realize that it sounds 
like a good idea, but I just wondered what our friends from the Na- 
tional Academy of Public Administration have to say about the cre- 
ation of an Under Secretary for Taxation. 

Mr. Stanton. Mr. Chairman, I believe we would echo your senti- 
ments completely. This is what Paul Light has referred to as a 
process of thickening of government. This kind of organizational 
problem is very difficult to solve in the rigid language of legislation. 
I would also add that a lot of it would appear to be personal rela- 
tionships. One member of the academy, Sheldon Cohen, former 
Commissioner of IRS, served at a time when there were very good 
relations between IRS and the Treasury, and in fact those relations 
worked well because of the people involved and mutual respect in- 
volved. There wasn’t much that legislation could have added to 
that kind of relationship. 

Mr. Horn. Mr. Jasper, do you have any thoughts on this? 

Mr. Jasper. Yes. I guess I would endorse both what you’ve said 
and what Mr. Stanton has said. I think that the Confess is in 
danger of overreacting to the quite serious problems with respect 
to IRS performance in numerous ways. We are going to create an 
oversight board; we are moving the Inspection Service substantially 
to the Treasury Department under the Senate bill; we are increas- 
ing congressional oversight; and now we’re talking about adding 
yet another layer of supervision between the Secretary of the 
Treasury and the Commissioner. I think the Congress has already 
gone too far, as we’ve said in our prepared statement, in terms of 
overkill with respect to what’s needed to reform the IRS. The re- 
forms are probably going to prove to be worse than the disease. 

Mr. Horn. Well, let me raise the Inspector General issue. Should 
there be an Inspector General within the Internal Revenue Service 
or should they simply depend, as they do now, on the Inspector 
General of the Treasury? 

Mr. Jasper. I think the right answer is to retain the Inspection 
Service in the Internal Revenue Service, perhaps strengthening it, 
perhaps redefining it. It is in effect their counterpart of an Inspec- 
tor General function. But the Inspector General function, as you 
well know, is already controversial in the sense that it divides ac- 
countability between the head of the department and the Inspector 
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General, who has his or her separate reporting channel to the Con- 
gress. The IGs have financial audit function, thus depriving the 
head of the agency of a valuable tool of internal management, that 
is, auditing. So I think that the IG model is not necessarily a solu- 
tion to all of our problems. I therefore would suggest that strength- 
ening, perhaps increasing the autonomy to some degree, of the In- 
spection Service within the IRS is a better answer than moving it 
to the Treasury Department. 

Mr. Horn. So you would have the Inspection Service remain in 
the Internal Revenue Service, but you’re not favoring an Inspector 
General solely for IRS. You’re saying let the Treasury Inspector 
General deal with IRS as just another constituent department, 
even though they’ve got 102,000 employees. 

Mr. Jasper. My feeling is that the Inspection Service of the IRS 
should be strong enough to provide most of the independent inspec- 
tion, audit, and oversight that is required. If in a rare case the In- 
spector General of the Treasury Department needs to look at the 
IRS, just as that Inspector General would look at some other bu- 
reau or administration of the Treasury Department, so be it; but 
I don’t think the IG of the Treasury Department should have a spe- 
cial section just devoted to the IRS. 

Mr. Horn. Mr. Mares, what do you think about the idea of an 
Under Secretary for Taxation and where the Inspector General 
should be? 

Mr. Mares. I think, first of all, that there is a lot of validity to 
the concern about Treasury oversight. Over the past few years. 
Treasury has not done as thorough or as good of a job I think as 
they could have done in supervising and oversight over the Inter- 
nal Revenue Service. I share your concerns, the concerns that I’ve 
heard here this morning, about how exactly that function would op- 
erate, if you have a line of communication through the IRS, 
through an Under Secretary, up to the Secretary. 

But I think also another factor needs to be considered, and that 
is how this proposed position will impact the oversight board, be- 
cause with an oversight board and with perhaps an Under Sec- 
retary of Treasury and with the proposed, at least the House ver- 
sion of the bill has the Secretary of the Treasury on the oversight 
board, does that bypass the need for an Under Secretary? So I 
think you’ve got to look at both what the reform proposals would 
be perhaps, once they’re finished, to determine whether or not an 
Under Secretary would be a good idea. But there is some validity 
to the concerns expressed for that position. 

Mr. Horn. Mr. Tucker, as the last respondent to this question 
before I jdeld to Mr. Kucinich, what’s your best shot in saving that 
idea? 

Mr. Tucker. And as the proponent for this idea. First of all, 
Sheldon Cohen is a good friend, a former Commissioner, but I 
would recall that he was the Commissioner in a different world. At 
that time of the world that he was in, our real concerns abroad 
were the Vietnam War and whether Russia was more stable than 
we were, in terms of enabling it to conquer the world. Today our 
concerns are international fiscal policy and the international busi- 
ness world and the G-7, and the Deputy Secretary of the Treasury 
has a lot of responsibility for that, as does the Secretary of Treas- 
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ury. You need somebody who is directly on line with the respon- 
sibility, and I fear that a Secretary of Treasury himself or herself 
cannot do it all. You need somebody who reports directly to that 
person as his or her agent and representative, and that’s our posi- 
tion as to the Under Secretary for Taxation. You need somebody 
with real responsibility at the Treasury. 

Mr. Horn. We thank you, and now 10 minutes to 

Mr. Jasper. Could I add one quick word? 

Mr. Horn. Go ahead. 

Mr. Jasper. Perhaps the solution that would meet Mr. 'Tucker’s 
objectives would be simply to upgrade the Assistant Secretary to an 
Under Secretary and thus avoid the layering problem. 

Mr. Horn. There, though, you’re talking about the Assistant Sec- 
retary for Tax Policy, which doesn’t pretend, which shouldn’t pre- 
tend to know a thing about human organization or anything else. 
They’re sitting there on tax policy, aren’t they? 

Mr. Jasper. That’s presumably correct. 

Mr. Tucker. We agree. We would keep) that in place. We think 
that they are not resp)onsible for tax administration and ought not 
to be. Policy is quite different from administration. 

Mr. Horn. Right. I wish you would get a few deans of policy 
schools to understand that so they would teach both. 

My colleague from Ohio, 10 minutes for questioning. 

Mr. Kucinich. Thank you very much Mr. Chairman. 

I’d like to return to Mr. 'Tucker for some questions about the con- 
stitutional objections which were raised in your written testimony 
about an oversight board with governing authority over the IRS. 
Could you elaborate on your constitutional concerns? 

Mr. Tucker. Yes. We believe that there is under the Constitution 
a concept of separation of pjowers, and that separation of powers 
looks at the executive branch with the Internal Revenue Service 
and Treasury Department focused on the executive branch, and 
they have responsibility for the administration of the collection of 
taxation in this country. They don’t, unfortunately, have the full re- 
sp)onsibility for the passage of laws that they have to administer, 
but they do have resp)onsibility for administration. 

We think that the board, which would be a congressionally man- 
dated board, ought not to be the party that is micromanaging and 
that in effect is usurping or potentially usurping those powers. We 
are concerned that, as Mr. Stanton has said, this be an oversight 
advisory board. We think, just as in the case of the Social Security 
Administration, you have something that clearly could work with 
a prop)er sunset and ability to review it, but we think that this con- 
cept of the collection of our revenues, the administration of that 
ought to be within the executive branch. 

Mr. Kucinich. Since you raised these constitutional issues, could 
you i)rovide this committee with any case law citations that would 
be instructive as to why, constitutionally, such a provision to estab- 
lish governing authority over the IRS would not pass muster? 

Mr. Tucker. We will be pleased to come back to you with cita- 
tions. 

Mr. Kucinich. I think it would be helpful, because certainly we 
in the legislative branch always want to be mindful about the con- 
stitutional issues and your constitutional objections to forming an 
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oversight board with governing authority is something that I think 
is noteworthy, as well as we certainly — the idea of an advisory 
board is a whole different thing, I would assume. How do you feel 
about that, Mr. Mares, again? You know, do you see— do you share 
concerns about governing authority versus advisory authority? 

Mr. Mares. I think those are legal issues, and I’d leave that to 
the discussion by the ABA. I do think, though, that our concern 
about the oversight board, which is expressed in our written com- 
ments, is that this board needs to have a strategic view, not a day- 
to-day affairs view, and I think that we agree with our colleagues 
on the section .of taxation. 

Mr. Kucinich. I think your point is well taken because if — and 
it’s complementary to what Mr. Tucker has outlined, the idea of 
strategic planning can always be enhanced with an advisory from 
an advisory position. But it would be counterintuitive to have a su- 
pervisory position or in effect a governing authority because, as you 
stated in your testimony, you could be at cross purposes. You could 
be creating a war in camp without full constitutional authority. It 
could raise some questions that might undermine the IRS, I would 
assume. 

And when we heard the testimony from Mr. Rossotti earlier, 
where there is an effort to put forth some management principles 
that would be part of an overall reform of the IRS, it would seem 
to be unwise to proceed in an area of governing oversight until we 
can see if the Commissioner can work his plans. 

I guess my opinion, as a member of this committee, would be 
give the Commissioner an opportunity to work his plans for re- 
structuring and reform. If that fails, then we can look at some 
other possible remedies. I want to thank the gentleman for appear- 
ing before this committee today, and the Chair for calling this 
meeting, to give the American people an opportunity to look at this 
sometimes mysterious system of income collection and the way the 
IRS operates. 

So thank you, Mr. Chairman, I appreciate being here. 

Mr. Horn. Well, we thank you for your very good questioning. 
And let’s pick up one point you noted earlier, and I certainly agree 
with you. That is the point that every local sheriff or tax collector 
in America usually publishes the defaulters on property tax in the 
local paper. And I guess the question I would ask of you profes- 
sionals is; Do you have a problem with us going to the Ways and 
Means Committee and saying, look, privacy should not protect de- 
faulters and people that are constantly defaulting and constantly 
going bankrupt and milking the system, not paying their employ- 
ees, not putting the trust funds in Medicare, not putting the trust 
funds in Social Security, et cetera? How would you feel about doing 
just what the local sheriff does and printing a list in the Federal 
Register, and if the Washington Post or the San Juan Battista Mis- 
sion News, no longer in existence, wants to publish it, they’re free 
to publish it? How about it, Mr. Tucker? 

Mr. Tucker. Let me note that at the local level, if a corporation 
is a titleholder to real property, it is the name of the corporation 
that appears in the public record. You don’t look through to what 
we would refer to as “responsible officers,” which is the focus of the 
Internal Revenue Code. 
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I think the problem is, as stated by the people at the GAO, that 
these corporations come and go. Under State law, I can have a cor- 
poration; I can dissolve, liquidate, or terminate the corporation, 
and publishing its name really has no effect at all because corpora- 
tions are as generic as you want them to be. And my clients, who 
are in different real estate projects, for example, have different en- 
tities for each project because that’s a creditor protection and that 
is an asset protection that the creditors look at. So that’s one issue. 
The “responsible officer” is something unique to the Internal Reve- 
nue Code. 

For example, if I have a State obligation to the State of Mary- 
land for taxes from a corporation and that corporation has gone 
under, that’s where the obligation resides, just as if I have a Fed- 
eral obligation on behalf of a corporation to the Internal Revenue 
Service, that’s where the obligation resides. The issue is the trust 
fund. The responsible officer has responsibility for the trust fund. 
They have withheld money from an employee that is owed to the 
Federal Government, and they’re responsible for that as respon- 
sible officers. 

I will share with you that many people are thought to be respon- 
sible officers, who may not be responsible officers, and that’s an 
issue within the Internal Revenue Code. I’d have no problem with 
publishing the names of all these corporations. I think, quite frank- 
ly, it could be an exercise in futility. I think it’s the responsible offi- 
cers that you may want to look at, but first you have to make cer- 
tain that they really are. And I think the biggest issue is the fail- 
ure to pick up the returns and audit them timely. Too often this 
occurs, and I think that’s the biggest problem we have here. If we 
caught the people — and I don’t mean that catching is the proper 
term, because you say, Mr. Kucinich, that bankruptcy is too often 
a sham. 

Mr. Kucinich. It’s Koo-sin-ich. 

Mr. Tucker. I’m sorry, Kucinich; I apologize. 

Mr. Kucinich. It appears on my IRS form as Kucinich, but it’s 
Kucinich. 

Mr. Tucker. I’m sorry; I’m originally from your adjacent State, 
Michigan, not from Ohio. 

Mr. Horn. Do you object to the publication of the chief executive 
officer of that corporation? 

Mr. Tucker. If, in fact, that person was the responsible officer, 
he or she is responsible. I think the biggest issue many times is 
the person truly the responsible officer and publishing the name of 
somebody who might not have been that person, I think is an inva- 
sion of privacy. 

Mr. Horn. Well, if they’re the chief executive and they knew that 
if they default and do some of the nonsense that goes on in these 
small corporations around the country — these aren’t huge corpora- 
tions, these are small corporations, restaurants, you name it, non- 
profit groups, where I’ve seen them not pay their proper withhold- 
ing to the IRS, and that hurts, obviously, the individual. It means 
the rest of us, as taxpayers, have to make that up from the general 
fund when they didn’t take their 15 percent for Social Security or 
their 3 percent for Medicare, whatever it is. Why shouldn’t the 
CEO and the treasurer or the budget officer publish all of them. 
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because one of the three had to be in on it, or had to know, and 
it seems to me the public has a right to know who the defaulters 
are. 

Now what do you think, Mr. Tucker? 

Mr. Tucker. I think the comment you made that one of the three 
had to be in on it may be accurate, but what about the two out of 
the three that weren’t in on it? OK. And is publishing their names 
appropriate in that situation? Again, if we did the review more 
quickly, if we did the assessment more quickly, we knew who the 
responsible officers were, and then we went after them, I have no 
problem. My problem is just blindly putting in there the ability to 
publish any name and any situation. 

Mr. Horn. Well, if they’re hiding behind a corporation, I think 
we need to reveal those names. Just as I’ve said earlier, we all 
grew up in towns where the newspaper, and we all read them — 
listed who hadn’t paid their property taxes. Maybe they couldn’t 
pay, maybe they had to work out something with the county tax 
collector. On the other hand, it didn’t let them get away with any- 
thing. 

Right now, these people cannot only get away with it, they can 
come back in and get a loan from the Farmers Home Administra- 
tion. That’s what I tried to stop with our Debt Collection Act, which 
is the law of the land as of 2 years ago. There’s billions they should 
be collecting in that area. And there’s an actual case, where a guy 
in Sonoma County defaulted on a several million dollar loan for his 
ranch, moves to Santa Barbara, buys his mansion up there — also 
Farmers Home — and a seven-story office building. You know, it’s 
simply unbelievable. I think we’ve st(mped that, provided the com- 
puters talk to each other within the Department of Agriculture or 
between agencies, so you can know when that person is applying 
for a government benefit. Anyhow, that’s one issue. 

Does my colleague have any more questions? 

Mr. Kucinich. I would say I look forward to working with the 
Chair on this particular point because, while again we have to re- 
spect privacy concerns, taxpayers of this country are getting ripped 
off for billions of dollars from people doing it deliberately; you 
know, not people fallen on hard times — ^we grieve for those same 
people — ^but people who set out as a matter of business. 

Corporations under the law, as you know, are treated in most 
court cases as individuals, but they can suddenly appear and dis- 
appear, unlike individuals, and then reappear again as though they 
were reincarnated. We mortals don’t have that opportunity, but 
corporations do. So when you consider that, this might be time, Mr. 
Chairman, to look at revision in the code, and I certainly would 
look forward to working with you on that and congratulate you for 
the work that you have done in the previous matters. 

Thank you. 

Mr. Horn. Let me just ask one closing question. I don’t want to 
embarrass you iwofessionals, but we have two choices that are 
being given to us, and peo(^e are going around the country trying 
to educate the people on the choices. One is the 17 percent across- 
the-board af^Mvach of the majority leader, Ph.D. in economics, Mr. 
Armey <rf Texas. Another is the consumption tax, which is the ap- 
proach of the distinguished chairman of the Ways and Means Com- 



269 


mittee, Mr. Archer, also from Texas. Now does the individual who 
represents the lawyers in taxation, Mr. Tucker, wish to give us 
what his best shot would be on which one of those makes sense as 
opposed to the current system? 

Mr. Tucker. I’d be more than glad to. I have done writing and 
speaking on this area. We think that there is no ability to replace 
the Internal Revenue Code with either a consumption tax or a 
value-added tax of any sort. There is no civilized nation in this 
world that has simply a value-added tax. It’s usually an adjunct to 
an income tax. We think our income tax system, with all of its defi- 
ciencies, with all of its defects, is the best in the world. We collect 
the great bulk of all of our money from taxpayers simply through 
the W-2 form or the 1099 form. We think that you can accomplish 
a lot more by simplifying the Internal Revenue Code, even if at 
some point you add to that a national sales tax or a value-added 
tax. 

The other 

Mr. Horn. I don’t hear anybody talking about a value-added tax. 
Maybe I’m missing something. 

Mr. Tucker. Well, the consumption tax is, in effect, a form of 
value-added taxes. 

Mr. Horn. Isn’t the consumption tax really a sales tax? 

Mr. Tucker. Yes, but it has enough exceptions and enough other 
backouts that it is a concept that’s very similar to a national sales 
tax. That’s exactly right. 

Mr. Horn. The thing that upset the Governors, the State legisla- 
tors, and the local mayors, all of whom have sales taxes. 

Mr. Tucker. Well, it would have to be an add-on, it would not 
be a replacement, and we think that that would be very detrimen- 
tal. 

Mr. Horn. So anyhow you’re not happy about the consumption 
tax. Now what about the across-the-board X percent tax? I think 
the minority leader, democratic leader, put in 11 percent, the ma- 
jority leader put in 17. And is there any feeling on that? 

Mr. Tucker. The studies that we have seen and that we concur 
with show that, if you were going to put an across-the-board flat 
tax in, it probably is going to be in the lower to mid-range of the 
20’s. We think a good number of the people in this country pay less 
than that at the present time and that the flat tax probably is not 
going to be beneficial. It also requires no transition rules at all, and 
without transition rules you have a massive impact on people in 
their present positions, from real estate to manufacturing and ev- 
erything else. So we think that that would be a real problem. 

Mr. Horn. Mr. Mares, do you have any thoughts on this? 

Mr. Mares. Absolutely. About 2 years ago, we concluded a study 
on all the various alternative tax systems that were being dis- 
cussed at that time, include the flat tax consumption tax, and a 
value-added tax. I’ll be happy to make a copy of that study avail- 
able to you because I think it illustrates 

Mr. Horn. Without objection it will be put in the record at this 
point. 

[The information referred to follows:] 



Executive Summary 


Americans want fundamental tax reform and. more than ever before, the 
U.S. Congress is inclined to grant their wish. Many proposals now before 
Congress would entirely eliminate the $700 billion in annual revenue from 
the individual and corporate income tax. 

To replace this lost revenue, a variety of new tax systems have been pro- 
posed. These new taxes come in all shapes and sizes, but they have one com- 
mon characteristic. They are taxes on consumption and. as such, have the 
potential to improve America's international competitiveness — primarily by 
increasing private savings. In addition, because entirely new systems are 
being devised, there is tremendous opportunity for simplification. 

No matter how simple the new system, however, the transition to it 
involves enormously complex political, economic, and technical issues. It is 
true that most industrialized countries have adopted consumption taxes. But 
these taxes, for the most part, just served as replacements for poorly func- 
tioning excise taxes. No major industrialized country has ever repealed its 
personal or corporate income taxes. 

And nothing in U.S. history can serve as precedent Such sweeping leg- 
islation as the Reagan tax cuts of 1981 and the income tax reforms of 1986 
pale in significance compared with the proposals now being floated. 

Clearly, as this nation moves closer to fundamental tax reform, it moves 
deeper into uncharted territory. This publication is designed to help all inter- 
ested Americans begin to understand how consumption taxes will affect 
their economy, their businesses, and their own personal finances. 

The Major Alternatives 

There are many types of consumption taxes, but four are critical to under- 
standing the current deb^: 

1. Retail Sales Tax — levied by most states 

2. Value-Added Tax — levied by every major industrialized country, except 
the United States and Australia 




271 


xvi Executive SumiMiy 


3. Flat Tax — proposed by House Majority Leader Dick Armey 

4. Unlimited Savings Allowance (USA) Tax — proposed by Senator Sam 
Nunn and Senator Pete Domenici 


Retail Sales Tax 

A federal retail sales tax at first appears to be an attractive alternative to cur- 
rent law because individuals would no longer file tax returns. A heavy burden 
would, however, be placed on retailers and tax administrators, particulaiiy if 
legislators provide exemptions for favored businesses and products. 

Even without special exceptions, there are substantial problems, inchid- 
ing evasion by small retailers that do not report sales and by business own- 
ers that purchase items for personal use. These problems would be 
particularly severe if a federal retail sales tax had rates in excess of 20 per- 
cent — which would be required to replace revenues loss from the repeal of 
the income tax. 

A retail sales tax also faces the large political hurdles of being a highly 
visible regressive tax and of encroaching on the states’ sales taxes. While a 
federal retail sales tax might be administratively feasible as a supplement to 
the current income tax. it does not seem likely that such a tax would be a 
good replacement for the current system. 


Value-Added Tax 

Vabu added is the difference between the value of a business’s sales and its 
purchases firom other businesses. A value-added tax (VAT) is a tax on busi- 
nesses that is collected as goods move through different stages of produc- 
tion. Most value-added taxes in place throughout the world are emUt-invoiee 
value-added taxes. These taxes require firms to keep a detailed record of 
each sale and purchase. In the United States, there is currently little interest 
in a credit-invoice value-added tax. 

One alternative to the credit-invoice method of implementing a VAT is 
known as the subtraction method. The subtraction method is widely consid- 
ered to be simpler than the credit-invoice method because such taxes may 
be implemented without new recordkeeping requirements and may instead 
use existing books and records. The two leading alternatives now bong con- 
sidered for the United States, the Flat Tax and the USA Tax. are variants of 
a subtraction-method VAT. 


The Rat Tax 

The Flat Tax has two components: a business tax and the individual tax. The 
17 percent business tax is imposed on all businesses, not just corporations. 
The business tax base is business receipts reduced by (1) wages and (2) pur- 
chases from other businesses. Under this new tax. the entire cost of new 
plant and equipment may be deducted in the first year, and overseas sub- 
sidiaries of U.^ businesses are exempt from tax. These advantages to busi- 
nesses are offset by the ioss of deductions for mterest payments and for 
fringe benefits. 
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Under the individual Flat Tax. a 17 percent tax is imposed on wages and 
pension distributions. Interest, dividends, and capital gains are exempt 
Large personal and dependency exemptions would remove tens of millions 
of taxpayers from the tax roils. Under proposed Armey legislation, a &inily 
of four would be subject to tax only for wages in excess of $31,000. 

Except as described above, the Flat Tax has no other deductions or cred- 
its. Most notably, there are no deductions for home mortgage interest char- 
itable contributions, state income taxes, and property taxes. 

It is important to recogniae that with a 17 percent rate, a Flat Tax that 
replaces current income taxes would likely be a large revenue loser. Some 
economists have argued that a Flat Tax rate of at least 23 percent would be 
required to avoid revenue losses. 


The USA Tax 

Like the Flat Tax the USA Tax has a business tax and an individual tax The 
USA business tax has a rate of 11 percent and is imposed on all businesses. 
Also, like the Flat Tax the entire cost of new plant and equipment may be 
deducted in the first year and overseas subsidWies of U.S. businesses are 
exempt from tax There are three key differences between the USA and Flat 
business taxes. Under the USA business tax (1) the deduction for wages is 
replaced with a payroll tax credit in the amount of 7.65 percent of most 
wages, (2) exports are exempt fi-om tax, and (3) an 11 percent duty is 
imposed on imports. 

The USA indtvidtial tax has graduated rates up to 40 percent For a fiun- 
Uy of four the 40 percent rate could apply to incomes as low as $41,000. 
Unlike the Flat Tax there are deductioos for charitable contributions and for 
mortgage interest There is also a new deduction for income that is saved. In 
addition, individuals get a 7.65 percent tax credit on most wages. 


The Bis Policy Issues 

Impact on Saving and Economic Growth 

There is no dispute that saving is critical to economic growth. Saving pro- 
vides the funding for ca;ntal formation that gives U.S. workers the tools to be 
more productive and competitive. There is also no dispute that the U.S. rate 
of saving is low whether compared with other countries or with past U.S. 
rates. The replacement of the current U.S. tax system with a consumption 
tax would increaaethe after-tax return to capital and would eliminate the bias 
inherent in the current tax against capital formation. 

There is dispute, however, as to how much such tax changes can 
increase private saving. Even under the most optimistic set of assumptions, 
it is unlikely that a switch fi’om an income tax to a consumption tax can 
increase the rate of U.S. saving to a level comparable to that of its major trad- 
ing partners. 
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Nevertheless, even modest changes in the rate of saving can have a pos- 
itive impact on economic growth over the long term. Thus, although there is 
a high degree of uncertainty, legislation that would replace the current 
income tax with a consumption tax has significant upside potential fi'om the 
standpoint of promoting U.S. competitiveness. 


Balance of Trade 

Most consumption tax systems exempt exports and impose tax on imports. 
CThe Flat Tax is an important exception to this rule.) Although these “bor- 
der tax adjustments’ are often perceived as beneficial to a nation’s balance of 
trade, there is broad agreement among economists that these adjustments 
are unlikely to have any significant impact on trade. Consumption taxes can, 
however, improve the trade balance to the extent they are able to increase 
domestic saving. 


Redistribution 

Consumption taxes are widely perceived as placing an undue burden on the 
poor and elderly. Any politically realistic consumption tax will likely be sup- 
plemented by features to alleviate the burden on low-income households. 

Most of tile states with retail sales taxes and other countries with value- 
added taxes exempt necessities such as food, clothing, and health care from 
the tax base, with the intent of reducing the tax burden on the poor. The 
exemption of necessities, however, is not particularly effective in mitigaling 
the regresshdty of consumption taxes. 

Some form of tax credit or standard deduction will likely play an impor- 
tant role in alleviating the regresshdty of any new consumption tax enacted 
into law. 

Simplification 

The proposed new consumption taxes have tremendous potential for simpli- 
fication. This is particularly true because under the proposals some of the 
more complex areas of current law — namely the tax treatment of pensions, 
of international income, and of corporate acquisitions — become obsolete. 

New tax systems, however, may entail new compliance requirements 
that add complexity. For example, the USA Tax must have complicated rules 
to determine “new" saving that is eligible for deductions, and under the Fiat 
Tax. businesses must be able to differentiate between business expenses 
(which are deductible) and fidnge benefits (which are not deductible). 

In addition, much of the complexity of the current tax code is attributable 
to dozens of targeted tax benefits. Proposed tax laws often appear simpler 
than existing taxes because existing law has been subject to successive leg- 
islative amendments that add complexity. It is highly probable that any new 
consumption tax would accrete substantial complexity (at the outset as well 
as in subsequent legislation) as Congress found it necessary to provide tax 
relief for a variety of taxpayers. Fmally, there will be costs to government and 
taxpayers of transitioning from one system to another. 



274 


Executive Summary }dx 


Transition 

Without special transition rules, the replacement of an income tax with a con- 
sumption tax would haphazardly subject many individuals and businesses to 
large tax penalties, in the absence of transition relief, saving and investment 
done prior to enactment would have to pay significantly higher tax than 
under prior law. (In contrast, new saving and investment would be tax-free.) 
These retroactive tax increases would unfrirly burden not only elderly indi- 
viduals who are no longer saving, but also mature businesses that are no 
longer investing. In addition, without adequate transition relief, tax reform 
proposals could have a large and significant impact on the financial state- 
ments of many firms. 

Transition relief is expensive both in terms of lost revenue and in terms 
of administrative and compliance costs. 

Inflation 


A consumption tax is unlikely to have any sustained impact on the rate of 
inflation. There may. however, be a onetime impact on the overall price level 
if the Federal Reserve responds to the tax change with an expansion of the 
money supply. 


The Impacts on Different Types of Businesses 

Corporate Businesses 


In general, under both the Flat Tax and the USA Tax, labor-intensive firms — 
such as those in the construction, service, and transportation sectors — bear 
a greater share of the total corporate tax burden than they would under the 
current corporate income tax. Capital-intensive industries— like those in the 
communicatians and public utilities sectors — are likely to pay less taxes. 

The exclusion of exports from gross receipts provides large tax benefits 
to those firms that export For a typical manufacturing exporter, the exclu- 
sion of exports available under the USA Tax can easily cut a business’s tax 
liabUity in hall In contrast the Flat Tax does not exempt exports. 

Noncorporate Businesses 

Both the USA proposal and the Flat Tax impose new tax burdens on non- 
corporate businesses. For a typical small business, the USA Tax imposes a 
greater business tax burden fiian the Fiat Tax. 

One way of assessing the impact on noncorporate business is to compaiie 
the combined individual and business tax burdens before and after the impo- 
sition of a new consumption lax. The combined burden for the owners of 
unincorporated businesses under the Flat Tax appears to be less than under 
current law. In contrast the total tax burden under the USA Tax appears to 
be greater than current law, particularly for high-income owners of unincor- 
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porated businesses whose compensation would be subject to a combined 
business and individual tax rate in excess of 50 percent 


The Impact on Individuais 

Relative to current law, the USA Tax generally provides tax relief to low- and 
high-income taxpayers, and a modest tax increase to middle-income tax- 
payers. 

The Flat Tax appears to provide tax relief to nearly all individual taxpay- 
ers (except those low-income households receiving refunds under current 
law from the earned income tax credit). This tax relief is particulariy large 
for high-income taxpayers because interest dividends, and capital gains are 
exempt from tax. 

Some important Details 

Housins 

In most other countries with consumption taxes, new housing is subject to 
tax and existing housing is exempt Under both the USA Tax and the Flat 
Tax new residential construction is subject to business tax 

Under the individual Flat Tax the elimination of the deduction for mort- 
gage interest (along with the loss of deductions for property taxes) adversely 
affects homeowners. Under the individual USA Tax which allows deduc- 
tions for mortgage interest housing continues to enjoy its tax-favored status. 

Banking, Insurance, and Other Financial Service Providers 

Because it is difficult to identify and value services provided by financial 
institutions, no other country with a consumption tax has been able to prop- 
erly tax financial services. Any rules that can be devised to include finiicial 
services in a new U.S. consumption tax are likely to be extremely complex 
and — if not carefully formulated — could significantly impact the competitive 
balance among various financial service providers. 

State and Local Governments 

State and local governments could suffer financial hardship if their taxes are 
not deductible against federal tax — as is the case under both the Flat Tax and 
the USA Tax In addition, a new federal consumption tax might encroach on 
the states' ability to levy their own sales taxes. Repeal of the federal income 
tax will surely complicate administration of state income taxes. 

Charitable Organizations 

Under some tax reform proposals, donors to charitable organizations lose 
the benefit of deductions for contributions, and the charitable organizations 
themselves are liable (or tax on their activities. 
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Estate and CM Taxation 

It is an open question whether estate and gift taxes wouid be retained or 
repealed under any tax reform proposal enacted into law. The Armey Flat 
Tax repeals estate and ^ taxes. The USATax retains the current estate and 
gift tax structure. (The USA Tax also amends current law by repladng tax- 
free stepup ba^ widi carryover basis at death.) 


Condusion 


As much as lawm^ers may want to satisfy the public's desire to eUminate 
die income tax and reidace it with a simple tax. there are no ea^ solutions. 

There are unresolved questions concerning the impact of these tax 
changes on saving, productivity, trade, interest rates, and infl^on. There is 
debate about the compliance and administrative costs of these new propos- 
als and about the amount of revenue they raise. There are a host of unre- 
solved technical issues — transidon relief banking and financial products, 
and housing. 

Finally, there are numerous polidcal issues that have not even yet begun 
to sort themselves out because so few taxpayers understand the hnpacts of 
the proposed new taxes. There is. of course, the age-old issue of ridi versus 
poor. And. if that were not enough, poliddans must sdll address concerns 
surrounding redistribudon of the tax bunlen frtim the young to the elderly, 
from low-tax to high-tax states, finm capital-intensive to labor-intensive 
industries, from exporters to importers, and from corporate to noncorporate 
businesses. 
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Mr. Mares. I think that that study illustrates some of the issues 
that Congress has to look at when dealing with any alternative sys- 
tem. Transition rules are a huge issue that have to be addressed. 
For example, in transitioning to a sales tax type of arrangement, 
is it fair for divorced couples, who have arranged their financial af- 
fairs based on the payment and deductibility of alimony, suddenly 
to lose that? Is it fair for individuals, who have purchased houses 
on the assumption they will be able to deduct the interest and real 
estate taxes, to lose that? 

So there are tremendous transitional issues if you go from an in- 
come-based system to a consumption tax-based system. On the 
other hand, when you look at the flat tax, again the studies we 
have seen show that the rate has to be in the mid 20-percent 
range, and that raises a number of issues about who is going to be 
a winner and who is going to be a loser under that. Do you lose 
regressivity, and is that something that is desirable? 

So I think our position is that before we decide to change the tax 
system and sunsetting the Internal Revenue Code before we have 
a system in place would be a terrible mistake, in my opinion. Be- 
fore we change the system, we better understand the advantages 
of any new system and we better be sure we understand and can 
deal with the disadvantages of that new system. 

Mr. Horn. Well, I’m going to get to you gentlemen, believe me. 
I just want to say so far, on behalf of the tax lawyers and the tax 
accountants, when I was on the Senate staff 38 years ago we — I re- 
member during the Kennedy administration — had a tax bill and we 
started calling it the Lawyers and Accountants Tax Relief Act of 
1962. Then you could put in 1986 and you could put in what we 
did 2 years ago — because heaven knows people had trouble with 
schedule D, and I sure heard about that — that’s why I said we 
ought to all go fill out our own tax forms, maybe it would make 
it simple. 

I’ve got one simple criterion on whatever they decide on in the 
leadership and the Committee on Ways and Means that has juris- 
diction, and that is if it adds $1 to the national deficit. I’m against 
it. So theyre going to have to have enough money to cover what 
we do. On the other hand, we ought to be cutting another $50 or 
$100 billion out of the budget of the executive branch of the govern- 
ment and tighten up more, because it can be done; it just takes 
some willpower. 

Now what do the distinguished representatives of the National 
Academy of Public Administration have to say? 

Mr. Stanton. Well, Mr. Chairman, there will be the same man- 
agement problems for these new kinds of taxes that we have for 
the old. It is unlikely that the Congress and the tax-writing com- 
mittees in fact will refrain from embellishing any flat tax or any 
value-added or sales tax with deductions. The mortgage interest 
deduction is already being mentioned in conjunction with the flat 
tax. In the end, there will be tremendous administrative problems 
with these taxes. You don’t solve anything by setting a flat tax 
rate, for example, in deciding whether the use of a home office is 
properly allocated for home or business purposes when applying 
that tax. There are a number of issues that will continue to be 
there and will continue to require somebody of the quality of Com- 
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missioner Rossotti and a tremendous amount of hard work on the 
management side. 

Mr. Horn. Professor Jasper, any thoughts on this? 

Mr. Jasper. Just to quickly add that, as you suggested earlier, 
if Members of Congress had to fill out their income taxes them- 
selves, they would have a greater appreciation for tax simplifica- 
tion. I think tax simplification is what is needed, not a wholesale 
change in the nature of our taxation. The Congress enacted the 
Taxpayer Relief Act last year with changes that are to be imple- 
mented over a period of, I think, as much as 5 or 6 years into the 
future. This means that every year taxpayers are going to have to 
figure out what happens this year, what happens next year; and 
this is on top of fining that the IRS has difficulty in keeping up 
with the Tax Code as it was before the Taxpayer Relief Act. It’s 
time to draw a line, simplify the Tax Code, not make it more com- 
plicated, or not look for illusory alternatives. 

Mr. Horn. Well, I’m glad we got your statements on the record, 
and those who read the record will know where you stand. I’m not 
sure any of us in Congress know where we stand, but we’re trying 
to build a consensus in this country to do either option or a com- 
bination of things. The latter is more likely because we’ve taken 
millions off the tax roles, as you know, starting in 1986. Most peo- 
ple in lower income don’t pay any taxes. Indeed, they can go in and 
file for the Earned Income Tax credit, which is filled with fraud, 
among other things. We’ve got a long way to go, in getting public 
understanding on this. But Mr. Archer, Mr. Armey, and Mr. Tauzin 
of the Ways and Means Committee, will certainly be spreading the 
message around the country to get people aroused one way or the 
other and thinking about this — that’s the important thing. What is 
the best combination that helps us have a lean government, but 
also pay the bills so we don’t run up these unbelievable deficits 
which are now $5.3 trillion, if I remember. 

So if there are any other comments any of you would like to 
make? If not, I thank you all for your time and coming and sharing 
your thoughts with us; they are immensely helpful. With that, this 
subcommittee is recessed until tomorrow morning. 

[Whereupon, at 12:40 p.m., the subcommittee was adjourned.] 

[Additional information referred to follows:] 
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EXECUTIVE OFFICE OF THE PRESIDENT 

OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON. D.C. 20503 


may I 2 1998 


The Honorable Stephen Horn 
Chairman 

Subcommittee on Government Management, 

Information, and Technology 
U. S. House of Representatives 
Washington, DC 205 1 5 

Dear Mr. Chairman; 

The following comments are offered for the record of hearings on the audits of the 
financial statements of the Social Security Administration, Health Care Financing 
Administration, Department of Defense, and the Internal Revenue Service for the Year Ended 
September 30, 1997. 

The Office of Management and Budget (OMB) has been and continues to be a strong 
supporter of agency audited financial statements as a principal means of demonstrating financial 
accountability. OMB demonstrated this in 1990 with its support for the passage of the Chief 
Financial Officers Act of 1990 and again in 1994 in passage of the Government Management 
Reform Act of 1 994. The goal of timely fiiuuicial statements with unqualified opinions fi'om the 
auditors has been clearly articulated in the Federal Financial Management Status Report and Five 
Year Plan published jointly by OMB and the CFO Council. Most recently, this commitment was 
reiterated in the President’s Budget for fiscal year 1999. The 1999 Budget stated the 
Administration’s goal of obtaining an unqualified auditor’s opinion on the consolidated financial 
statements of the Government of the United States for the year ended September 30, 1999. This 
is a very aggressive goal that will be extremely difficult to attain but it represents the ultimate 
financial accounting to the people of the United States. 

Our goals caimot be met without formidable efforts by the agencies that testified before 
your committee on April 15, 16, 17, and 24, 1998. These agencies are responsible for the largest 
government programs, including Social Security. Medicare, and National Defense; and the vast 
majority of the government’s revenue collecting activities. My comments, which follow, 
highlight the status of the audits of these agencies for 1997 and previous years and reflect the 
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principal actions that must be undertaken by these agencies in order to achieve a greater level of 
accountability. We are committed to working with these agencies as necessary to ensure our 
collective goals are met. 

Sincerely, 

< ' I l' 

\ \ ■ 

, ■■S' ■ 

G. Edward DeSeve 
Acting Deputy Director 
for Management 

Enclosure 



DEPARTMENT OF DEFENSE FINANCIAL 
MANAGEMENT: SERIOUS PROBLEMS PERSIST 


THURSDAY, APRIL 16, 1998 

House of Representatives, 

Subcommittee on Government Management, 
Information, and Technology, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2154, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representatives Horn and Kucinich. 

Staff present: J. Russell George, staff director and chief counsel; 
John Hynes, professional staff member; Matthew Ebert, clerk; and 
Mark Stephenson, minority professional staff member. 

Mr. Horn. The Subcommittee on Government Management, In- 
formation, and Technology will come to order. It adjourned yester- 
day until today at 10. 

We’re here today to discuss the status of efforts of the Depart- 
ment of Defense to correct long-standing financial management 
problems. 

Two weeks ago, this subcommittee held a hearing on the first- 
ever audit of the executive branch of the U.S. Government. We 
looked at their consolidated govemmentwide financial statements. 
We learned that one of the main impediments to reliable govern- 
mentwide financial statements is the poor condition of the financial 
books maintained by the Department of Defense. 

This subcommittee takes seriously the need to resolve these fi- 
nancial management problems. We have held numerous hearings 
exploring a wide array of issues facing the Government as a whole 
and the Department of Defense. Some of these issues affect the 
government as a whole, such as the year 2000 challenge, improving 
debt collection practices, and managing high-risk areas. Some of 
the issues are specific to the Department of Defense, such as the 
management of surplus military equipment. 

In a hearing 2 years ago, we found that the Department of De- 
fense reported “problem disbursements,” payments that could not 
be matched to contractual obligations. Those problem disburse- 
ments totaled a massive $25 billion. According to the Department 
of Defense Inspector General and the General Accounting Office, 
which is the congressional arm on both program and financial au- 
dits, problem disbursements remain. We want to know the status 
of the Department of Defense’s problem disbursements. Specifi- 
cally, what is the Department doing to prevent them from continu- 

( 281 ) 
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ing to occur in the future? Has the Department resolved past 
amounts estimated at $25 billion, as I noted? 

In our April 1st hearing on the governmentwide audit, we also 
heard about the Department of Defense’s inability to find all its 
equipment and inventories; and its inability to estimate and report 
costs for environmental and disposal liabilities. This is a factor that 
very few agencies are dealing with, which the General Accounting 
Office believes is understated by tens of billions of dollars. 

Defense has also had an inability to determine the cost of post- 
retirement health benefits for its military employees; has an inabil- 
ity to report accurately the net cost of its operations; an inability 
to account for billions of dollars of basic transactions; and an in- 
ability to ensure that all disbursements are properly recorded and 
reconciled. 

We will explore these issues in greater detail today. We need to 
know what the Department of Defense is doing to resolve these de- 
ficiencies. Regardless of their effect on the executive branch’s finan- 
cial statements, these problems are severe; and we cannot allow 
them to persist. 

[The prepared statement of Hon. Stephen Horn follows:] 
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“Department of Defense Financial Management: 
Serious Problems Persist” 

April 16. 1998 

OPENING STATEMENT 
REPRESENTATIVE STEPHEN HORN (R-CA) 

Chairman, Subcommittee on Government Management, 
Information, and Technology 


We are here today to discuss the status of efforts at the Department of Defense to 
correct long-standing financial management prc^lems. Two weeks ago this 
subcommittee held a hearing on the first-ever audit of the Government’s consolidated 
govemmentwide financial statements. We learned that one of the main impediments to 
reliable govemmentwide financial statements is the poor condition of the Depattment of 
Defense’s books. 

This subcommittee takes seriously the need to resolve these financial management 
problems. We have held numerous hearings exploring a wide array of issues facing the 
Department of Defense. Some of these issues affect the Government as a whole, such as 
the year 2000 challenge, improving debt collection practices, and managing high risk 
areas. Some of the issues are specific to the Department of Defense, such as management 
of surplus military equipment. 

In a hearing two years ago, we found that the Department of Defense reported 
“problem disbursements’’— payments that could not be matched to contractual obligations. 
These problem disbursements totaled a massive 25 billion dollars. According to the 
Inspector General and General Accounting Office, problem disbursements remain. We 
want to know the status of the Department of Defense’s problem disbursements. 
Specifically, what is the Department doing to prevent them from occurring in the future 
as well as to resolve past amounts. 
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In our April 1 st hearing on the govemmentwide audit, u e also heard about DOD’s 
inability to: 

• find all its equipment and inventories; 

• estimate and report costs for environmental and disposal liabilities — which 
GAO believes is understated by tens of billions of dollars; 

• determine the cost of post-retirement health benefits for its military employees; 

• accurately report the net cost of its operations; 

• account for billions of dollars of basis transactions; and 

• ensure that all disbursements are properly recorded and reconciled. 

We will explore these issues in greater detail today. We need to know what the 
Department of Defense is doing to resolve diese deficiencies. Regardless of their effect 
on the Government's financial statements, these problems are severe and we can not 
allow them to persist. 

We welcome the wimesses and look forward to their testimony. 


2 
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Mr. Horn. We welcome the witnesses that are coming here 
today, and we hope we will get the total picture from these wit- 
nesses. I think we will. They are the people that have been down 
in the trenches and know what is working, what is not working, 
and what decisions are being made to make sure that we improve 
and not simply fall backward. 

So I am going to call panel one forward. That includes the Hon- 
orable Eleanor Hill, the Inspector General of the Department of 
Defense. She is accompanied by Robert J. Lieberman, the Assistant 
Inspector General for Audit. Mr. Gene Dodaro, Assistant Comptrol- 
ler General of the management area in the U.S. General Account- 
ing Office. He will be accompanied by Ms. Lisa Jacobson, Director 
of Defense Audits, Accounting and Information Management Divi- 
sion of GAO. And Mr. David Warren, Director of Defense Manage- 
ment, National Security and International Affairs Division of GAO. 

So if that group will come forward. Mr. Warren, you will be here, 
Ms. Jacobson, Mr. Dodaro, and Ms. Hill. I think you know the rou- 
tine here. 

[Witnesses affirmed.] 

Mr. Horn. The clerk will note that all five witnesses affirmed the 
oath. 

We’ll begin with the distinguished Inspector General of the De- 
partment of Defense, Ms. Hill. 

STATEMENTS OF ELEANOR HILL, INSPECTOR GENERAL, DE- 
PARTMENT OF DEFENSE, ACCOMPANIED BY ROBERT J. 

LIEBERMAN, ASSISTANT INSPECTOR GENERAL FOR AUDIT; 

GENE L. DODARO, ASSISTANT COMPTROLLER GENERAL, U.S. 

GENERAL ACCOUNTING OFFICE, ACCOMPANIED BY LISA G. 

JACOBSON, DIRECTOR OF DEFENSE AUDITS, ACCOUNTING 

AND INFORMATION AND MANAGEMENT DIVISION; AND 

DAVID WARREN, DIRECTOR OF DEFENSE MANAGEMENT, NA- 
TIONAL SECURITY AND INTERNATIONAL AFFAIRS DIVISION 

Ms. Hill. Thank you, Mr. Chairman. I want to thank you for the 
opportunity to discuss with you today financial management in the 
Department of Defense. I have a full written statement for the 
record, which I’d like to summarize. 

Mr. Horn. Those are automatically put in the Record the minute 
we introduce you. 

Ms. Hill. Thank you. 

In the past, most DOD business processes were decentralized, 
controlled in theory by elaborately detailed rules and regulations 
developed unilaterally by organizations operating within their own 
functional stovepipe with insufficient coordination with other 
stakeholders and often labor intensive despite the use of many 
thousands of automated systems. Each military department oper- 
ated dozens of finance and accounting systems. Data element 
standardization was never effectively enforced. DOD accounting 
policies were enunciated in a handbook whose precepts were not 
mandatory and, therefore, were widely ignored. 'The primary focus 
of financial reporting was on funds control, not on providing the 
full range of financial data needed by managers. 

With the end of the cold war and the imposition of severe DOD 
budget constraints, the Department and the Congress recognized 
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the need to reform the entire range of Defense business practices. 
For nearly 10 years, the Department has been engaged in reinvent- 
ing all of these processes simultaneously. While indeed much has 
been accomplished, much remains to be done in all aspects of the 
Department’s operations. 

My office has issued 181 audit reports on finance and accounting 
matters since I last testified before this subcommittee in 1995, and 
only a handful of those reports have been good news. The Military 
Department audit agencies have also done a substantial part of the 
CFO audit work and produced numerous reports. Although tens of 
billions of dollars’ worth of auditor-recommended adjustments are 
being made annually to financial statements and hundreds of other 
audit recommendations are being accepted, I cannot yet report to 
you that the Department has successfully corrected the many 
shortcomings in its accounting and financial statements. 

The financial statement data for most DOD funds remains unre- 
liable and essentially not in condition for audit. In accounting 
terms, the situation still can best be described as a general lack of 
effective internal management controls. Consequently, we and the 
Service audit organizations were unable to give audit opinions on 
the financial statements for either the DOD-wide consolidated 
statements or all but one of the major fund statements for fiscal 
year 1997. 

The primary reason for these disclaimers of opinion is the fact 
that the accounting systems supporting DOD general funds cannot 
compile and report accurate and reliable information. Accounting 
systems supporting DOD general funds continue to lack integrated, 
double-entry, transaction-driven general ledgers to compile and re- 
port reliable and auditable information. The information is not 
auditable because the accounting systems cannot produce an audit 
trail of information from occurrence of a transaction through its 
recognition in accounting records and ultimately to the general 
fund financial statements. 

As in previous years, DOD made huge numbers of adjustments, 
many of which were unsupported. For example, the DFAS Indian- 
apolis Center made $350 billion of unsupported adjustments to 
make the fiscal year 1997 Army General Fund general ledger ac- 
counts match the corresponding status of appropriations data. 

Because of the accounting systems’ inadequacies, auditors have 
not been able to obtain sufficient evidence or apply other auditing 
procedures to satisfy themselves as to the fairness and the accu- 
racy of the data reported on DOD general fund financial state- 
ments. This is a significant long-standing scope limitation that will 
likely continue to cause auditors to disclaim opinions on the DOD 
general fund financial statements. The Department does not expect 
to see most of the necessary accounting systems fully in operation 
before 2003. 

Since 1995 there have been various other developments affecting 
the general funds, and my statement lists several of those. I just 
want to mention a few. 

The Defense Property Accountability System, called DPAS, which 
was proposed as the answer to unreliable reporting of real and per- 
sonal property, is being fielded but has fallen far short of expecta- 
tions. 
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The General Accounting Office and DOD auditors performed a 
coordinated review of the reporting of DOD mission assets during 
the fiscal year 1997 CFO audit. Based on a sampling methodology 
designed to result in a pass/fail conclusion on the categories of the 
items sampled, the Army and Air Force passed, while the Navy 
failed in 3 of the 1 1 categories. 

The Army Corps of Engineers attempted to produce auditable 
Southwest Division financial statements because the Corps had 
completed development and implementation of its new accounting 
system, the Corps of Engineers Financial Management System, re- 
ferred to as CEFMS, within that division. This effort did prove suc- 
cessful, as the auditors gave an unqualified opinion on the fiscal 
year 1997 Southwest Division financial statement. 

That same accounting system, CEFMS, serves as the basis for 
what is known as the Defense Joint Accounting System. Recently, 
however, the plan for DOD-wide use of the Defense Joint Account- 
ing System has undergone major revision and it is now unclear 
how many DOD organizations will ever use the common system. 

Two years ago, we participated in a joint DOD effort to deal with 
the long-standing problems related to control of government-owned 
property in the possession of contractors. One of the reasons for 
disclaimers of opinion on various financial statements is the lack 
of any reliable data on the depreciated value of an estimated $90 
billion of property in the hands of contractors. It was agreed that 
the appropriate accounting treatment for this property would be 
identified and the necessary instructions would be provided to the 
owning activities or DOD property administrators. Unfortunately, 
no progress has been made. 

Let me also briefly turn to some of the issues pertaining to the 
Defense Working Capital Funds. 

In December 1996, the Under Secretary of Defense, Comptroller, 
announced that the Defense business operations fund would be bro- 
ken up and replaced with several working capital funds. Unfortu- 
nately, this restructuring did not eliminate the financial reporting 
deficiencies that caused disclaimers of audit opinions on Defense 
Business Operations Fund financial statements for fiscal year 1992 
through fiscal year 1996. 

For example, adjustments made to the Air Force, Transportation 
Command and Joint Logistic Systems Center working capital funds 
hy the DFAS Denver Center were not adequately supported. In fis- 
cal year 1996, the Denver Center made 124 adjustments for $227 
billion, of which 111 adjustments for $217 billion were not sup- 
ported. If DFAS had adequate accounting systems, many of these 
adjustments would be unnecessary. 

The Department has developed a long-term plan to reduce the 
number of accounting systems from 82 to 15 that support the work- 
ing capital funds and to correct the deficiencies in the systems se- 
lected for retention. Although some progress has been made in 
eliminating systems, few working capital fund accounting systems 
have implemented the U.S. standard general ledger; and no sys- 
tems are fully compliant with Federal financial management sys- 
tem requirements and Federal accounting standards. 

Significant control weaknesses continue to affect the accurate re- 
porting of inventory accounts in several working capital fund busi- 
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ness areas. These weaknesses will affect the fair presentation of 
both the individual working capital fund and DOD-wide financial 
statements and prevent favorable audit opinions. We believe the 
most serious problems in accounting systems will remain unre- 
solved for some time. 

Most of the operations financed by these working capital funds 
fall under the purview of the supply, maintenance, transportation, 
communications, and information processing communities within 
the Department; and much of the data feeding the financial sys- 
tems comes from nonfinancial systems. We believe that the com- 
mitment of DOD managers to the goal of compliance with the CFO 
Act is, especially outside the finance and accounting community, 
very tenuous. 

Signals, such as the previously mentioned inability to get all 
major DOD organizations to use the supposedly joint Defense Prop- 
erty Accountability System, are disquieting. We believe that closer 
Office of the Secretary of Defense level oversight of these systems 
development efforts is crucial. 

We have been disappointed that the DOD Senior Financial Man- 
agement Oversight Council, which was described as the capstone of 
the DOD financial management reform organizational structure, 
has not met in over a year and has not discussed compliance with 
the CFO Act in 4 years. Although CFO Act issues are frequently 
discussed among leaders of the DOD finance and accounting orga- 
nizations, the leaders of many non-finance functional areas need to 
be more actively engaged. 

Another frustration that is widely evident in the Department of 
Defense concerns the excessive complexity of DOD accounting. It is 
ironic that there is strong support for streamlining organizations, 
regulations and processes, yet there is dogged resistance to the con- 
cept of simplifying our accounting. 

The Department is moving forward in reducing the number of fi- 
nance and accounting systems, which stood at 324 in 1991 and is 
down to 122 now. The goal is 23 by fiscal year 2003. Whether we 
have hundreds of systems or just a few, however, there will still 
be tremendous complexity, work load, and vulnerability to errors 
unless we also reengineer the accounting structure. 

The Department’s accounting methods were designed decades 
ago to maintain the integrity of each of the tens of thousands of 
accounts maintained by the Department of Defense in what is un- 
doubtedly the most complicated chart of accounts in the world. This 
multiplicity of “colors of money” is a root cause of the formidable 
DOD problems with the accuracy of accounting data, the complex- 
ity of our contracts, the difficulty of properly managing disburse- 
ments and progress payments, the high overhead costs of DOD 
budget and accounting operations, and the considerable restrictions 
on the flexibility of managers to shift funds quickly to meet contin- 
gencies. Millions of documents must contain at least one, and in 
some cases many, accounting classification codes that t 3 q)ically 
have from 46 to 55 characters each. 

Compare 16 characters used for a typical commercial credit card 
to the 46 characters in the example that we have cited in our state- 
ment, which is a typical Navy fund citation. And, I might add, I 
am told that that cite which we give you in the statement, which 
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is 46 characters, would actually be further enhanced by an addi- 
tional contract number, so it would come out to something like 61 
characters. 

We believe that the DOD and the Congress ought to reconsider 
the need for so many discrete appropriations and subcommittees. 
Many of these kinds of issues are seldom considered in the context 
of management reform, but we believe that any streamlining of 
DOD financial management requirements would considerably as- 
sist managers in cutting overhead costs throughout the Depart- 
ment. 

During my previous testimony, I recounted that as long as 213 
years ago the Congress and the military establishment had been 
debating the need for adequate audit trails for military expendi- 
tures. Unfortunately, we are now going on 217 years; and the De- 
partment still cannot provide you an acceptable accounting of ex- 
penditures. 

In closing, I just want to assure the chairman that the DOD 
audit community is, in fact, very much aware of the explicit man- 
dates on this subject and we will continue to do all that we can to 
move the Department forward to full compliance with the CFO Act. 

Thank you, Mr. Chairman. 

Mr. Horn. We thank you. 

[The prepared statement of Ms. Hill follows;] 
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Mr. Chairman and Members of the Committee: 


Thank you for the opportunity to discuss with you today 
financial management in the Department of Defense, with enphasis on 
the Department's continued efforts to achieve compliance with the 
Chief Financial Officers Act and related statutes. As you know, I 
testified before this committee on November 14, 1995, and at that 
time outlined the significant impediments hampering the preparation 
of auditable annual financial statements by the Department. There 
has been little controversy about what those Impediments are. The 
Department has generally agreed with the huge number of audit 
findings on the subject. Its management representation letters, 
annual management control assurance statements, and other reports 
to the Office of Management and Budget and the Congress have 
acknowledged the scope of the problem. 

The Department's accounting systems and financial reporting 
practices mirrored its overall management philosophy during the 
1950' s through 1980' s. Most DoD business processes — acquisition, 
inventory management, maintenance, training, and many others — were 
decentralized; controlled in theory by elaborately detailed rules 
and regulations; developed unilaterally by organizations operating 
within their own functional "stovepipe" with insufficient 
coordination with other stakeholders; and often labor Intensive 
despite the use of many thousands of automated systems . In the 
finance and accounting area, each Military Department operated 
dozens of systems; data element standardization was never 
effectively enforced; DoD accounting policies were enunciated in a 
Handbook whose precepts were not mandatory and therefore were 
widely ignored; and the primary focus of financial reporting was on 
funds control, not on providing the full range of financial data 
needed by managers. In retrospect, it is remarkable how 
infrequently the DoD accounting community was asked questions along 
the lines of how much does it cost to run a base, fill a 
requisition or operate a warehouse. 

With the end of the Cold War and the imposition of severe DoD 
budget constraints, the Department and the Congress recognized the 
need to reform the entire range of DoD business practices. For 
nearly ten years, the Department has been engaged in reinventing 
all of those processes simultaneously. While indeed much has been 
accomplished, much remains to be done in all aspects of the 
Department's operations. Last month I testified, for example, 
before a Senate committee that was evaluating the impact of 
acquisition reform, about problems in pricing for spare parts, and 
opportunities for further acquisition process improvements. 

Nearly all of my office's audit and evaluation work directly 
relates to the Department's high risk areas and strategic 
management reform goals. Therefore we have an overview of the 
relative progress being made in reengineering each DoD functional 
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area. Although each of those areas entails tremendous complexity 
and many challenges, it is easier to enumerate or quantify progress 
in most other areas than in finance and accounting. This is 
frustrating to everyone — the Congress, CMB, DoD managers, the 
comptrollers, and the auditors. 

My office has issued 181 audit reports on finance and 
accounting matters since I last testified before you, and only a 
handful have been good news. Some examples of our recent reports 
are summarized at Attachment 1. The Military Department audit 
agencies have also done a substantial part of the CFO audit work 
and produced numerous reports. Although tens of billions of 
dollars' worth of auditor-recommended adjustments are being made 
annually to financial statements and hundreds of other audit 
recommendations are being accepted, I cannot yet report to you that 
the Department has successfully corrected the many shortcomings in 
its accounting and financial systems. 

The financial statement data for most DoD funds remain 
unreliable and essentially not in condition for audit. In 
accounting terms, the situation still can best be described as a 
general lack of effective internal management controls. 
Consequently, we and the Service audit organizations were unable to 
give audit opinions on the financial statements for either the DoD- 
wide consolidated statements or all but one of the major fund 
statements for FY ISS"?. We are still working on the Military 
Retirement Trust Fund statements, which probably will merit an 
unqualified (clean) opinion and be the only exception to the list 
of disclaimers. A complete listing of the audit opinions is at 
Attachment 2 to this statement. 

GENERAL FUNDS 


The primary reason for disclaimers of opinion on all DoD 
general fund financial statements for FY 1997 has not changed since 
the November 15, 1995, testimony; the accounting systems supporting 
DoD general funds cannot compile and report accurate and reliable 
information. Accounting systems supporting DoD general funds 
continue to lack integrated, double-entry, transaction-driven 
general ledgers to compile and report reliable and auditable 
information. The information is not auditable because the 
accounting systems cannot produce an audit trail of Information 
from occurrence of a transaction through its recognition in 
accounting records and ultimately to the general fund financial 
statements. Not all information from the audits of the FY 1997 
financial statements is available yet, but It is apparent that, as 
in previous years, DoD made huge numbers of adjustments, many of 
which were unsupported. For example, the DFA5 Indianapolis Center 
made $350 billion of unsupported adjustments to make the FY 1997 
Army General Fund general ledger accounts match the corresponding 
status of appropriations data. 
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Because of the accounting systems' inadequacies, auditors have 
not been aUole to obtain sufficient evidence or apply other auditing 
procedures to satisfy themselves as to the fairness and accuracy of 
the data reported on DoD general fund financial statements. Until 
accounting systems with integrated, double-entry, transaction- 
driven general ledgers are developed to compile and report 
information, auditors will remain largely unable to determine 
whether valid transactions are properly recorded, processed, and 
summarized. This is a significant long-standing scope limitation 
that will likely continue to cause auditors to disclaim opinions on 
the DoD general fund financial statements. The Department does not 
expect to see most of the necessary systems fully in operation 
before 2003. 

Since 1995 there have been various other developments 
affecting the general funds. Some are positive and others present 
mixed signals. 

• The Defense Property Accountability System (DPAS), which was 
proposed as the answer to unreliable reporting of real and 
personal property, is being fielded, but has fallen short of 
expectations. Specifically, DPAS only captures about a quarter 
($182 billion out of $773 billion reported in FY 1996) of real 
and personal property and does not completely address the 
systemic weaknesses it was intended to correct. 

• The General Accounting Office and DoD auditors performed 
a coordinated review of DoD mission assets during the 

FY 1997 CFO audit. Mission assets, more properly referred to as 
National Defense Property, Plant and Equipment, are weapon 
systems and other equipment used in the performance of actual 
military operations. Examples would be aircraft, ships, trucks 
and jet engines. The purpose of the joint effort was to test 
mission assets for completeness of reporting and existence of 
assets. Based on a sampling methodology designed to result in a 
pass/fail conclusion on the categories of the items sampled, the 
Army and Air Force passed, while the Navy failed in three of the 
eleven categories. 

• In FY 1997, the Army Corps of Engineers, with support from the 
Army Audit Agency, attempted to produce auditable Southwest 
Division financial statements because the Corps had completed 
development and implementation of its new accounting system, the 
Corps of Engineers Financial Management System (CEEMS), within 
that Division. This effort proved successful, as the auditors 
gave an unqualified opinion on the FY 1997 Southwest Division 
financial statements. The Army is completing deployment of 
CEIMS throughout the remainder of the Corps and is anticipating 
a possible favorable opinion on the FY 1999 financial statements 
for the Corps of Engineers, Civil Norks Program. 
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• with extensive modifications, CEFMS serves as the basis for the 
Defense Joint Accounting System (DJAS) . Recently the plan for 
DoD-wide use of DJAS has undergone major revision, however, and 
it is now unclear how many DoD organizations will ever use the 
common system. 

• The Air Force, with support from the Air Force Audit Agency, 
attempted to produce an auditable Statement of Budgetary 
Resources for FY 1997. Although work continues on the statement 
and many challenges remain, the lessons learned from this 
commendable effort will provide a baseline for a potentially 
favorable audit opinion on the FY 1998 Air Force Statement of 
Budgetary Resources and for the other Services to apply in 
attempting to produce auditable FY 1998 Statements of Budgetary 
resources . 

• Two years ago, we participated in a joint effort led by the 
Under Secretary of Defense (Comptroller) and Principal Deputy 
Under Secretary of Defense (Acquisition and Technology) to deal 
with the long-standing problems related to control of 
Government-owned property in the possession of contractors. 

Those problems fall under two categories, accounting for the 
property and reengineering the related business practices — 
acquisition, inventory control, reutilization and disposal. In 
brief, one of the reasons for disclaimers of opinion on various 
general fund and working capital fund financial statements is 
the lack of any reliable data on the depreciated value of an 
estimated $90 billion (acquisition value) of military property, 
material, tools and equipment, as well as real property in the 
hands of contractors. It was agreed that the appropriate 
accounting treatment for this property would be identified and 
the necessary instructions provided to the owning activities or 
DoD property administrators. Unfortunately, no progress has 
been made. Similarly, the acquisition community initiated 
procurement rule changes to change the practice of the 
Government automatically taking title to property, whether or 
not there was any reasonable chance of reutilization, but that 
effort has also bogged down. 

• One of the benefits of financial statements is disclosure of 
liabilities. Such information should have practical 
applications for DoD program/budget planning. Initially, there 
were great concerns over criteria and methodology for estimating 
and reporting liabilities. Progress is being made, although 
this remains a difficult area. For example, the DoD-wide 
statements need to reflect liabilities related to military 
retirement health benefits. The estimate in FY 1997 was for 
$218 billion, which is a 100-year projection. This projection 
is questionable because it ’was based on an inadequate sample 
(data from only 15 of 121 DoD treatment facilities) and the 
1992-1994 data used for the projection were not updated, and 
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used unaudited budget information. 

• Another example concerns environmental costs. The reporting of 
estimated environmental cleanup liability is becoming more 
accurate, increasing from $17.9 billion for FY 1996 to 
$38.3 billion for FY 1997. Liabilities for disposal of 
hazardous waste and remediation of environmental contamination 
for FY 1997 remained materially understated, as a whole, 
primarily because an estimate for the associated liability had 
not been developed for major weapon systems such as aircraft, 
missiles, ships and submarines, as well as ammunition. DoD had 
not implemented the accounting standards that require 
recognizing and reporting environmental costs associated with 
weapon systems, nor had DoD provided guidance to the Services. 
This is an example of where the DoD management reform goals in 
other areas ought to dovetail with the effort to produce 
accurate financial statements, but the linkage is not evident to 
most DoD managers. In this case, DoD managers are supposed to 
be putting heavy emphasis on identifying and reducing the life 
cycle cost of weapon systems and the cost of logistics 
operations, including disposal. Estimating environmental 
cleanup liabilities should be an integral part of life cycle 
cost estimating. There is a very practical imperative at work 
here, not just an arcane accounting requirement. 

DEFENSE BUSINESS OPERATIONS FUND/WORKING CAPITAL FUNDS 


One of the most touted DoD management initiatives of the 
1990' s was consolidating all industrial funds and stock funds into 
the Defense Business Operations Fund, which became the primary 
vehicle for financing DoD support activities such as supply, 
maintenance, transportation, finance, and information processing. 
This experiment in centralized cash management proved unsuccessful. 
In December 1996, the Under Secretary of Defense (Comptroller) 
announced that the Fund would be broken up and replaced with 
several Working Capital Funds. The 13 business areas under the 
Defense Business Operations Fund were restructured under the 
Military Services and the Defense agencies. This restructuring did 
not affect the financial reporting deficiencies that caused 
disclaimers of audit opinions on Defense Business Operations Fund 
financial statements for FY 1992 through FY 1996. Those problems 
include accounting system deficiencies, poor audit trails, 
unsupported and unverified transactions, and difficulty in 
determining property ownership. 

For example, adjustments made to the Air Force, Transportation 
Command, and Joint Logistics Systems Center working capital funds 
by the DFAS Denver Center were not adequately supported. In 
FY 1996, the Denver Center made 124 adjustments for $227 billion, 
of which 111 adjustments for $217 billion were not supported. The 
last nine adjustments made for FY 1996, which were not supported, 
changed the Air Force results of operations from a loss of 
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$11 billion to a gain of $2.2 billion. For FY 1997, the Denver 
Center made 129 adjustments for $161 billion. We have not 
completed our review of the FY 1997 adjustments and cannot state at 
this time the number of adjustments that were adequately supported. 
We have noticed an improvement in the amount of documentation 
provided, but we are concerned with the number and types of 
adjustments that are made because of deficiencies in the accounting 
systems used. If DFAS had adequate accounting systems, many of the 
adjustments would be unnecessary. 

The Department has developed a long-term plan to reduce the 
number of accounting systems from 82 to 15 that support the working 
capital funds and to correct the deficiencies in the systems 
selected for retention. Although some progress has been made in 
eliminating systems, few working capital fund accounting systems 
have implemented the U.S. standard general ledger, and no systems 
are fully compliant with Federal financial management system 
requirements and Federal accounting standards. Significant control 
weaknesses continue to affect the accurate reporting of inventory 
accounts in several working capital fund business areas. Since 
inventory is the primary asset reported on the working capital fund 
financial statements, these weaknesses will affect the fair 
presentation of both the individual working capital fund and DoD- 
wide financial statements and prevent favorable audit opinions. We 
believe the most serious problems in accounting systems will remain 
unresolved for some time. 

Financial reporting for the working capital funds should be 
geared to management's needs. Most of the operations financed by 
these funds fall under the purview of the supply, maintenance, 
transportation, communications and information processing 
communities and much of the data feeding the financial systems come 
from non-financial systems, especially logistics systems. This 
makes close cooperation among the “owners" of the financial systems 
and the feeder systems absolutely vital in terms of improving DoD 
financial reporting and designing more useful, reliable and capable 
systems for the future. While there is repeated acknowledgment of 
the need for such cooperation, we believe that the commitment of 
DoD managers to the goal of CFO Act compliance is, especially 
outside the finance and accounting community, very tenuous. 

Signals such as the previously mentioned inability to get all major 
DoD organizations to use the supposedly joint Defense Property 
Accountability System are disquieting. The recent consolidation of 
accounting system development efforts into a single Defense 
Financial and Accounting Service project office was a prudent 
decision, although we believe that closer Office of the Secretary 
of Defense level oversight of these systems development efforts is 
crucial . 

We have been disappointed that the DoD Senior Financial 
Management Oversight Council, which was described as the capstone 
of the DoD financial management reform organizational structure in 
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the Chief Financial Officer's Five Year Plan, has not met in over a 
year and has not discussed compliance with the CFO Act in four 
years. Although CFO Act issues are frequently discussed among 
leaders of the DoD finance and accounting organizations, the 
leaders of many non-finance functional areas do not appear to be 
actively engaged. This is not completely unexpected, in light of 
the sheer number of management challenges facing the Department and 
the resultant conflicting priorities. 

AUDITING FINANCE AND ACCOUNTING OPERATIONS 


Although there is widespread skepticism in the DoD concerning 
the value of financial statements themselves, the certainty of the 
annual financial audit has contributed to increased attention to 
problems that may not in all cases be material to DoD financial 
statements, but are important in achieving sound financial 
management . Such problems include disbursements that cannot be 
matched to original obligations, untimely purging of invalid 
obligations, overpayments to contractors, lack of attention to 
maintaining appropriation integrity when making progress payments, 
the Year 2000 computing problem, and vulnerability to computer 
tampering and fraud. 

Unfortunately, financial statement audits are not necessarily 
the most efficient audit approach to identifying the scope and 
causes of such problems. For truly effective oversight, the 
financial statement audits required under the CFO Act need to be 
augmented with a robust annual program of operational audits of 
finance operations. Due to the combination of the downsizing of my 
office (58 percent of non-CFO audit teams must be eliminated by 
2002 under current plans), the high demand for audit support in 
other DoD high risk areas, and the highly labor intensive nature of 
financial statement audits for huge funds with many assets, our 
overall coverage in the finance and accounting area is bordering on 
inadequate. For example, the Defense Commissary Agency is the 
tenth largest food retailer in the United States in sales. We 
audited the FY 1997 Financial Statements with a team of four 
auditors, which was feasible only because the underlying systems 
and controls were in such a state that no more than limited audit 
tests were considered necessary. 

We have earmarked 20 audit teams to CFO Act work, which is a 
major commitment in light of all other priorities. By 2002, those 
20 teams will be a full one-third of our entire audit staff. 
Although the DoD audit community is proud of its strong commitment 
to meeting the CFO audit challenge, we feel that we are losing 
ground in terms of having the resources to get the job done. Over 
the past several years, our audit reports on such matters as the 
"M" accounts, problem disbursements, and DoD compliance with budget 
authorization and appropriation act mandates have been widely used 
by DoD managers and Congress. By FY 1998, we are already unable to 
offer as much insight into such matters as we did previously, and 
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this trend will become even more marked if our downsizing 
continues . 

It is perhaps not well understood that CFO Act audit 
requirements are increasing for a variety of reasons: 

• First, the Government Management Reform Act expanded the 
mandatory audit requirements to cover all DoD funds. 

• Second, guidance from the Federal Accounting Standards Advisory 
Board and 0MB increased the number of statements to be provided 
for each fund from 3 to 8 . This will create various new 
reconciliation challenges for both the preparers and auditors of 
these statements. 

• Third, under current plans, the number of DoD reporting entities 
(funds for which financial statements, management representation 
letters, and legal representation letters are prepared) has 
grown from 11 in 1995 to 20 in 1998. We have recently advised 
the Under Secretary of Defense (Comptroller) that it is 
in^ossible to execute a plan for separate audit opinions for so 
many reporting entities, given our resource constraints. In 
addition, we need to put top audit priority on focusing on those 
major areas that most materially affect the DoD-wide 
consolidated statements and the Government-wide statements. We 
have proposed a more practical approach involving separate audit 
opinions for 13 reporting entities. 

• Fourth, concerns regarding the security of automated financial 
systems have become much more prominent as the DoD has 
identified the broad overall threat posed to all of its systems 
by computer hackers . According to estimates from the Defense 
Information Systems Agency, DoD systems are attacked 
approximately 250,000 times per year. 

• Fifth, the ability of both the finance and accounting autcaaated 
systems and the other systems with which they exchange data to 
compute accurately after January 1, 2000, is a serious concern. 
Across the board, the DoD audit community now has about 150 
auditors working on the ''Y2K” problem, and this cooaiitment is 
likely to grow. 

• As DoD funds reach the point where clean audit opinions are 
within reach, the scope and intensity of transaction testing by 
the auditors may increase. At the present time, audit scope is 
limited in many cases because of the state of the records. 

NEED TO SIMPLIFY ACCOUNTIWG 

Another frustration that is widely evident in the DoD at the 
present time concerns the excessive coa^lexity of DoD accounting. 

• 
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It is ironic that there is strong support for streamlining 
organizations, regulations and processes, yet there is dogged 
resistance to the concept of simplifying our accounting. 

The Department is moving forward in reducing the number of 
accounting systems, which stood at 324 in 1991 and is down to 122 
now. The goal is 23 by FY 2003. Whether we have hundreds of 
systems or just a few, however, there will still be tremendous 
complexity, workload, and vulnerability to errors unless we also 
reengineer the accounting structure itself. 

The Department's accounting methods were designed decades ago 
to maintain the integrity of each of the tens of thousands of 
accounts maintained by the DoD in what is undoubtedly the most 
complicated chart of accounts in the world. This multiplicity of 
"colors of money" is a root cause of the formidable DoD problems 
with the accuracy of accounting data, the complexity of our 
contracts, the difficulty of properly managing disbursements and 
progress payments, the high overhead costs of DoD budget and 
accounting operations, and the considerable restrictions on the 
flexibility of managers to shift funds quickly to meet 
contingencies. Millions of documents must contain at least one, 
and in some cases, many accounting classification codes that 
typically have from 46 to 55 characters each. Compare 16 
characters used for a commercial credit card to a typical Navy fund 
cite : 


17x1611 1936 026 54002 3 068572 ID 000151 000560852000 

We believe that the DoD and Congress ought to reconsider the need 
for so many discrete appropriations and subaccounts. These kinds 
of issues are seldom considered in the context of management 
reform, but we believe that any streamlining of DoD financial 
management requirements would considerably assist managers in 
cutting overhead costs throughout the Department. 

SUMMARY 


During my previous testimony, I recounted that as long as 213 
years ago, the Congress and the military establishment had been 
debating the need for adequate audit trails for military 
expenditures. Unfortunately, we are now going on 217 years and the 
Department still cannot provide you an acceptable accounting of 
expenditures. The DoD audit community is very much aware of the 
explicit mandates on this subject and we will continue to do all we 
can to move the Department forward to full compliance with the CFO 
Act . 
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EXAMPLES OF FY 1998 OFFICE OF INSPECTOR GENERAL. POD . 

REPORTS ON FINANCE AND ACCOUNTING 

Report Ho. 96-075. Distrib ution Depot Revenues. February 13. 1998 . 
The Distribution Depot business area was not reimbursed for all 
transportation and container consolidation point services . 

Customers were only billed $126 million of the $275 million of 
costs incurred. As a result, the Distribution Depot business area 
lost approximately $150 million in FY 1996, and the lack of full 
reimbursement was not disclosed in the FY 1996 financial 
statements. Also, the Distribution Depot business area continued 
to provide services to customers in advance of, or in excess of the 
amount of, funded orders. Cumulative unfunded services ranged from 
$1 million to $75.4 million per month during the 15-month period 
ended December 31, 1996. As a result, the Distribution Depot 
business area experienced cumulative cash disbursements that 
exceeded cumulative cash collections by as much as $181.4 million 
during FY 1996. Cash shortages had to be covered by other Defense 
Business Operations Fund (DBOF) sources . These kinds of problems 
cause pricing distortions and complicate budget planning. 

Report No. 96-072. Defense Business Operations Fund Inventory 
Record Accuracy, February 12. 1998 . The audit assessed the 
accuracy of the perpetual inventory records for on-hand inventory 
maintained by the DoD inventory control points and retail storage 
activities. The audit was limited because DoD management had not 
developed and executed a DBOF-wide sample; we developed a sample to 
test inventory record accuracy. 

The inventory records were not accurate. An estimated 15.8 percent, 
or about one of every six inventory records represented by our 
sampling, were wrong. The errors caused individual inventory 
records to be misstated (overstated and understated) by an estimated 
$3.9 billion. The net misstatement resulting from those errors was 
an estimated $336.3 million understatement of the $89 billion of 
on-hand inventory reflected in the FY 1996 financial statements. 

The inaccurate records greatly limited the reliability of the 
financial data. Inaccurate inventory records also distorted the 
reports used by inventory managers who made decisions to buy 
materiel. Additionally, inaccurate records can reduce the 
effectiveness of logistics support when military customers urgently 
need inventory. 


The DoD inventory control points and retail storage activities did 
not implement a plan to conduct an annual statistical sample of the 
FY 1996 Defense Business Operations Fund inventory, as required by 
DoD policy. 


Report No. 98-060. Joint Logist ics Systems Center Reporting of 
System Development Costs. February 3. 1998 . The Center did not 
transfer eibout $1.54 billion of systems development costs, incurred 
through the end of FY 1996, to the depot maintenance and supply 
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management organizations responsible for capitalizing and reporting 
these costs on the financial statements. Additionally, the 
$1.54 billion euid another $460 million in development costs to be 
incurred through FY 1998 will be in^roperly charged, through the 
recovery of d^reciation costa, to customers of the depot 
maintenance and simply management business areas of the DoD Working 
Capital Funds. As a result, the Center's FY 1996 financial 
statements were materially overstated, and unless the systems 
development costs are properly transferred to the appropriate 
organizations, the financial statements for FY 1997 and beyond will 
continue to be overstated. Conversely, the financial statements of 
the organizations that receive the capital assets (that is, systems 
develc^ments) will be understated. Also, unless the depreciation 
costs of the Center's systems developments are recorded as unfunded 
costs, customers of the DoD Working Capital Fund organizations that 
received the systems developments will have to pay again for nearly 
$2 billion in development costs. 

Report No. 98-0S7. Defense Finance and Accounting Service 
Acquisition Program for the Electron ic Document Manage ment Program. 
Janucurv 27, 1998 . The Defense Finance and Accounting Service 
(DFAS) Electronic Document Management Program will standardize 
document distribution, tracking, and storage. The Program is 
expected to improve processing time, reporting accuracy and 
customer service, resulting in reduced personnel costs. This audit 
report is one of a series on the DoD acguisition strategy for the 
DFAS Electronic Document Management Program and provides the 
results of our review of the Increment 1, Vendor Pay, life-cycle 
documentation. The Director, DFAS, requested that we review the 
in^jlementation of the Program through the integrated product team 
process and provide input during the acquisition process. 

The audit indicated that the integrated product team appropriately 
identified coat, funding, and testing concerns that needed to be 
resolved before a deployment decision could be recommended. The 
Program Office provided a cost reconciliation document, funding 
information, and a schedule for testing to minimize the concerns of 
the Integrated product teams. Management incorporated several 
auditor suggest ions into the prograun plan. DFAS developed the 
required life-cycle documentation and subsequently received a 
Milestone III deployment decision, for Increment 1, Vendor Pay, on 
Deceii8>er 16, 1997. 

Bebort Wo. 98-050. Defease Business Oiperations Fund Adjustments at 
the Defense Finance and Accounting S ervice. Denver Center . 

January 20. 1998 . The DFAS Denver Center did not have adequate 
sui^porting documentation, in accordance with Dcd> 7000. 14-R DoD 
Financial Management Regulatirai, for 111 adjustments totaling 
$217.5 billion made to the Air Force, D.S. Transportation Command, 
and Joint Logistics Systems Center FT 1996 DBOF account balances. 
Hie last nine adjiistsMats made without supporting decumentation 
brought the Air Force TMOT Results of Operations from a loss of 
$11 billion to a gala of $2.2 billion, and the lack of audit trails 
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contributed to the disclaimed audit opinion for the FY 1996 DBOF 
financial statements. In many instances, adjustments were made to 
the same accounts because the adjustments were recorded 
incorrectly, reversed, reestablished, decreased, or increased. 
However, we could not determine the validity of the adjustments 
because of the lack of supporting documentation. 

Report 98-031. The DoD Contract Fund Reconciliation Process , 
December 5. 1997 . Contract fund reconciliation is the process of 
matching obligation and disbursement data in contracting, 
disbursing, and accounting and finance systems to the 
specifications in the contract document. All DoD contracts 
eventually require contract fund reconciliation. Many contracts 
require reconciliation only at contract close-out. However, the 
large and complicated contracts for major weapon systems are 
frequently out of balance during their life cycle and retjuire 
immediate reconciliation. During FY 1996, the DFAS Columbus Center 
and the Military Departments identified 9,652 contracts that were 
out of balance by a total of more than $1 billion. The audit found 
inefficient processes that were unnecessarily costly, time 
consuming, and ineffective in terms of facilitating accurate 
reporting, prompt payment and timely contract close-out. 

Specifically, the Military Departments and DFAS did not routinely 
distribute the results of contract reconciliations, so much of the 
work was wasted. The inability to keep contracts in balance 
contributed to the Military Departments' need to obligate current- 
year funds to cover unmatched disbursements and negative 
unliquidated obligations that were more than 180 days old. 

The DoD organizations did not use standardized methods to perform 
contract reconciliation. Also, automated reconciliation systems in 
use and under development lacked a standardized output. As a 
result, contract fund reconciliations were not readily accepted or 
exchanged by the various DoD Components that performed them, 
resulting in duplication of reconciliation efforts. In FY 1996, 

278 contracts were reconciled concurrently. Last, DFAS Columbus 
Center did not ensure that Defense agencies with Army Fiscal 
Station numbers received copies of internal adjustments. As a 
result, contracts at those Defense agencies required extensive 
reconciliations . 

Report N o, 98-002. A Statu s Report on the Major Accounting and 
Management Control Deficiencies in the Defense Business Operations 
Fund for FY 1996. October 3. 1997 . The FY 1996 Defense Business 
Operations Fund financial statements identified assets of 
$92.2 billion, liabilities of $18.4 billion, and revenues of 
$73.7 billion. 


He identified significant accounting and management control 
deficiencies in the Defense Business Operations Fund that prevented 
the timely development and reliable presentation of the financial 
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statements. The deficiencies were: 


Interim Migratory Accounting Strategy; 
cash management ; 
standard general ledger; 
documentation and audit trails ; 
property, plant, and equipment; 
valuation and reporting of inventory; and 
personnel. 


The problems that were identified affected approximately 
67.8 percent of total assets and 16.6 percent of total revenues. 
The deficiencies resulted in auditor recommended adjustments of 
$75.1 billion to the FY 1996 financial statements and the 
supporting accounting records. Many of the deficiencies noted in 
last year's report remain uncorrected, as candidly acknowledged by 
the Under Secretary of Defense (Comptroller) in his Management 
Representation Letter. 
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FV 1997 CFO Audit Opinions 


Report Title 


Audit 

Organization Opinion 


Disclaimer of Opinion on the Department of 
Defense Consolidated Financial Statements 
for FY 1997 

OIG, 

DoD 

Disclaimer 

Army's Principal Financial Statements for 
Fiscal Years 1997 and 1996 

Army Audit 
Agency 

Disclaimer 

Army Working Capital Fund Principal 

Financial Statements for FY 1997 

Army Audit 
Agency 

Disclaimer 

FY 97 Financial Statements Opinion Report 

U.S. Army Corps of Engineers, Civil Works' 

Army Audit 
Agency 

Disclaimer 

Department of the Navy Principal Statements 
for Fiscal Years 1997 and 1996: Report on 
Auditor' s Opinion 

Naval Audit 
Service 

Disclaimer 

Independent Auditor' s Opinion on the 

Statement of Financial Position of the 

FY 1997 Department of the Navy Working 

Capital Fund Consolidated Financial 

Statements 

Naval Audit 
Service 

Disclaimer 

Report of Audit, , Opinion on Fiscal Year 1997 
Air Force Consolidated Financial Statements 

Air Force 
Audit Agency 

Disclaimer 

Report of Audit, Opinion on Fiscal Year 1997 
Air Force Working Capital Fund Financial 
Statements 

Air Force 
Audit Agency 

Disclaimer 

Audit Opinion on the Defense Logistics 

Agency Working Capital Fund Financial 
Statements for FY 1997 

OIG, 

DoD 

Disclaimer 

Disclaimer of Opinion on the Defense 
Information Systems Agency Defense-Wide 
Working Capital Fund Financial Statements 
for FY 1997 

OIG, 

DoD 

Disclaimer 

Disclaimer of Opinion on the Defense Finance 
and Accounting Service Working Capital Fund 
Financial Statements for FY 1997 

OIG, 

DoD 

Disclaimer 


' Southwest Division statements received an unqualified opinion. 
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Disclaimer of Opinion on the Defense 
Commissary Agency Financial Statements for 
n 1997 

Audit Opinion on the Military Retirement 
Trust Fund Financial Statements for FYs 1997 
and 1996 

Disclaimer of Opinion on the National 
Defense Stockpile Transaction Fund Financial 
Statements for FY 1997 

Disclaimer of Opinion on the Defense 
Security Assistance Agency Financial 
Statements for FY 1997 

Disclaimer of Opinion on the Joint Logistics 
Systems Center Working Capital Fund 
Financial Statements for FY 1997 


OIG, DoD 


OIG, DoD 


OIG, DoD 


OIG, DoD 


OIG, DoD 


Disclaimer 


In Process 


Disclaimer 


Disclaimer 


Disclaimer 
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Mr. Horn. We have the distinguished Assistant Comptroller 
General, Mr. Dodaro, who will finally take a day off this week — 
tomorrow, not today. 

Mr. Dodaro. Good morning, Mr. Chairman, Congressman 
Kucinich. We are pleased to be here today to discuss financial man- 
agement at the Department of Defense. 

Ms. Hill has provided a very good enumeration of all the prob- 
lems impeding rendering an opinion on the Department of De- 
fense’s financial statements, and my written statement details our 
views on many of the same topics. So, consequently, this morning 
I’d like to focus on four major points. 

First, I’d like to underscore the important role that DOD plays 
in GAO’s shaping opinion on the overall consolidated financial 
statements of the Federal Government. DOD’s size and scope of op- 
erations has a tremendous impact on the consolidated reporting of 
the Federal Government’s assets, liabilities, and costs of oper- 
ations. 

The problems that Ms. Hill and we have reported collectively 
represent the largest single obstacle to ever obtaining an unquali- 
fied opinion on the consolidated statements of the U.S. Govern- 
ment. Greater progress will have to be made if the executive 
branch is to achieve its goal of obtaining an unqualified opinion on 
the financial statements for fiscal year 1999. 

My second point is that many of these problems are not just ac- 
counting problems. Basically, it’s obvious the impact that they 
have, though, on the inability to establish proper accountability for 
the Department’s expenditures. But many problems that have been 
identified also impair the Department’s ability to operate in the 
most effective and efficient manner possible. 

For example, lack of adequate visibility of the DOD’s assets is a 
contributing factor in the billions of dollars in excess inventory that 
the Department purchases. This drains resources away from de- 
fense priorities on readiness and developing and modernizing their 
weapon systems. 

Also, serious weaknesses in computer security can compromise 
military operations and also makes the information in unclassified 
financial and lo^stical systems particularly vulnerable to unau- 
thorized access, intrusion, manipulation, and even destruction of 
some of the information. Also, the inability to accurately account 
for all liabilities has obvious repercussions on the government’s 
ability to accurately estimate downstream costs when making re- 
source decisions. 

In addition, the inability to accurately develop cost-accounting in- 
formation and reliable performance measures will basically under- 
mine the ability of the Department to successfully and fully imple- 
ment the Government Performance and Results Act as well. 

So there’s all sorts of other management reforms that rest upon 
having a good financial management foundation, and the Depart- 
ment doesn’t have one. Consequently, it is going to be continued to 
be hampered in their ability to bring about the full range of man- 
agement reforms. 

My third point is that, basically, short-term progress in develop- 
ing at least good year-end financial information has to be made. 
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I was here yesterday talking about the fact that the Internal 
Revenue Service has tremendous problems with its financial man- 
agement systems, and they need to be modernized as well. But 
through designing special procedures and tests, statistical sampling 
techniques, we and the Internal Revenue Service have been able to 
get to a point where we can at least get good year-end information 
on their activities. 

The Department of Energy, for example, has not only estimated 
their full range of environmental liabilities, but they have been 
able to obtain an unqualified opinion on their financial statements. 
So progress is possible, but in the short term we must find ways 
to make similar progress at the Department of Defense. 

This is particularly true because of the year 2000 problem. Long- 
term systems development efforts at this point are going to have 
to take a back seat to fixing the existing financial management and 
other systems in the Department in order to make them year 2000 
compliant. So DOD basically is going to have to operate largely as 
a government DOD with the existing structure at least until it can 
assure year 2000 compliance. 

Now, some of the systems will be replaced but most are going to 
be repaired during tWs interim period. So it underscores the fact 
that DOD needs to focus on short-term solutions to these problems 
while awaiting long-term modernization efforts. And progress is 
possible, but it is going to take a lot of commitment, dedication and 
hard work on the parts of both the department managers across 
the Department as well as the assistance from the audit commu- 
nity. 

My fourth, and final point is to reiterate Ms. Hill’s views on the 
need for leadership. Nowhere across the Federal Government have 
we seen improvements that have been put in place for financial 
management without dedicated, sustained leadership on the part of 
top officials in the department. This is particularly important at 
the Department of Defense because many of the solutions to these 
problems transcend organizational and functional boundaries and 
call for leadership at the highest levels in the Department. This is 
possible, but DOD really needs focused, appropriate plans and es- 
tablished accountability. 

In conclusion, I’d like to publicly thank Ms. Hill and her organi- 
zation for cooperating with us in exercising our responsibilities to 
render an opinion on the govemmentwide consolidated financial 
statements as well as cooperation we have received from the De- 
partment. And I’d like to reiterate our commitment to continue to 
work with the Department of Defense in solving these problems 
and brining about full accountability and improvements that can 
enhance its ability to accomplish its mission. 

Thank you, Mr. Chairman. We’d be pleased to answer any ques- 
tions. 

Mr. Horn. Well, we thank both of you. 

[The prepared statement of Mr. Dodaro follows:] 
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Mr. Chairman and Members of the Subcommittee: 


Thank you for the opportunity to participate in this important hearing to discuss the 
status of financial management at the Department of Defense (DOD). This discussion is 
timely in light of our recent report on the first-ever consolidated financial statements of 
the U.S. government subjected to audit' The Chief Financial Officers (CFO) Act of 1990, 
as expanded by the Government Management Reform Act of 1994, also requires annual 
audited financial statements for DOD, along with other m^or individual departments and 
agencies across the executive branch. The goals of these acts are to promote greater 
accountability in managing government finances by improving financial systems, 
strengthening financial personnel qualifications, and generating more reUable, timely 
information on the costs and financial performance of government operations. 

Material financial management deficiencies identified at DOD, taken together, represent 
the single largest obstacle that must be effectively addressed to achieve an unqualified 
opinion on the U.S. government's consolidated financial statements. DOD's vast 
operations encompass a reported over $1 trillion in assets, nearly $1 trillion in liabibties, 

3 million military and civilian personnel, and outlays of $262 bilbon in fiscal year 1997, or 
about 48 percent of total discretionary spending for the entire government. Consequently, 
DOD's operations have a tremendous impact on the government's consolidated reporting. 

No mtuor part of DOD has been able to pass the test of an independent audit; auditors 
consistently have issued disclaimers of opinion because of pervasive weaknesses in 
DOD's financial management operations. Such problems led us in 1995 to put DOD 
financial management on our list of high-risk areas vulnerable to waste, fraud, abuse, and 
mismanagement.’ 

The audits of DOD's and individual military services' financial statements for fiscal year 
1997 performed by the DOD Inspector General (IG) and the service audit agencies, as 
well as our audit of the U.S. government's financial statements, have provided further 
clarification of the scope and magnitude of the Department's problems, and 
recommendations to correct them. These problems range from an inability to properly 
account for billions of dollars in assets, to not properly estimating the full extent of the 
government's liabilities, to not being able to accurately report disbursements and account 
for basic transactions. Collectively, these problems leave DOD highly vulnerable to the 
loss of assets and inefficient operations. 


' Financial Audit: 1997 Consolidated Financial Statements of the United States 
Government (GAO/AIMD-98-127, March 31, 1998). 

' High-Ri.sk Series: An Overview (GAO/HR-95-1. February 1995) and High-Risk Series: 
Defense Financial Management (GAO/HR-97-3, February 1997). 
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Expenditures on wasteful or inefficient operations divert scarce resources from defense 
priorities such as weapon systems modernization and readiness. Financial management 
weaknesses also greatly impede DOD's ability to have reliable and timely information 
needed to make sound resource decisions. Moreover, such weaknesses prevent DOD 
from routinely generating the type of management information needed to effectively and 
efficiently manage its day-to-day operations. 

DOD recognizes these problems and has many efforts underway or planned to address 
them. However, the Department is struggling to meet the many challenges brought about 
by decades of neglect and an inability to fully institute sound financial management 
practices. Achieving the financial management goals established by the CFO Act, 
particularly in li^t of the serious and widespread nature of DOD's long-standing financial 
management problems, will only be possible with the sustained, demonstrated 
commitment of the Department's top leaders. 

I will focus my remarks today on the serious material weaknesses now confronting the 
Department, the resulting impact on DOD's ability to effectively carry out its programs 
and operations, and the efforts underway to address these deficiencies. These material 
deficiencies include DOD's inability to 

- properly account for and report billions of dollars of property, equipment, 
inventory, and supplies; 

estimate and report material amounts of environmental and disposal liabilities and 
related costs; 

determine the liability associated with the future cost of post-retirement health 
benefits for military employees; 

accurately report the net costs of Hs operations; 

prc^rly account for billions of dollars of basic transactions, especially those 
between DOD component organizations and between DOD and other federal 
govenunent entities; and 

ensure that all disbursements are pr<H»erly recorded and reconciled. 

I will also discuss two key cffeas that affect the ultimate resolution of DOD's long- 
standing financial management deficiencies: financial management personnel training and 
financial systems improvement. Finally, my statement touches upon two serious 
govemmentwide problems that are criticat areas at DOD-preparations to handle the Ye^- 
2000 problem and actions needed to address computer security threats. 


2 



309 


DEFiriEN'CIES RELATED TO PROPRRTY. Pl.ANT AND ROriPMENT 
AND IN-VENTORIES 


As discussed in our recent report on the fiscal year 1997 consolidated financial 
statements, the federal government-one of the world's largest holders of physical assets- 
does not have accurate information about the amount of assets held to support its 
domestic and global operations. Hundreds of billions of dollars of the more than $1.2 
trillion of these reported assets are not adequately supported by financial and/or logistical 
records. 

With an estimated $1 trillion in physical assets, DOD is by far the largest holder of 
physical assets in the federal government. DOD relies primarily on various logistical 
systems both to maintain accountability and visibility over its assets to meet its military 
objectives and readiness goals, as well as to report information on these assets in its 
financial statements. As part of the fiscal year 1997 financial statement audit work, 
auditors tested the reliability of the information in these systems. As discussed in the 
following sections, serious material weaknesses were found in DOD systems and 
processes relied on to maintain accountability and to control physical assets under its 
purview, including military equipment; general property, plant and equipment; and 
inventories. In addition, included in these physical assets is a reported $90 billion of 
government material in the hands of contractors. Accurately accounting for and 
controlling these contractor-held assets has been a long-standing issue in DOD. The DOD 
IG has issued numerous reports on this problem and is actively working with the agency 
to develop controls and processes to improve the accuracy of this information. 

Overall, these problems impair DOD's ability to (1) know the location and condition of all 
its assets, including those used for deployment, (2) safeguard assets from physical 
deterioration, theft, or loss, (3) prevent the purchase of assets already on hand, and 
(4) determine the full costs of the programs that use these assets. DOD's deficiencies in 
these areas will also have an adverse affect on its ability to measure progress against the 
indicators set out in its recent Performance Plan, covering fiscal year 1999, prepared in 
response to the requirements of the Government Performance and Results Act. For 
example, in its plan, DOD sets out indicators of (1) achieving a 90 percent visibility rate 
for materiel and (2) reducing secondary inventories'* from $70 billion to $48 billion. 
Weaknesses identified in DOD's logistical systems, as well as its inability to accurately 
determine costs, may hamper its ability to reliably determine its performance against 
either of these and other indicators. 


'Secondary inventories are repairable and consumable items in storage at depots and 
installations. 
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Military F.niiinnient Accounrahilirv and Visibility 

DOD's investment in military weapons systems represents an estimated $635 billion of the 
federal government's total property, plant, and equipment reported at about $1 trillion. 
Accountability over these critical assets entails knowing, for each asset category, how 
many exist, where they are located, and their value. Overall, the auditors found that 
DOD's logisticcil systems could not be relied upon to provide this basic information. DOD 
relies on these systems to support not only the services' financial reports, but also to 
provide data on the number and location of military equipment and support operational 
requirements as well. 

As a result, senior DOD officials did not have accurate information to use in making 
operational decisions or for financial reporting. To further test the accuracy of this 
critical logistical information, GAO, along with auditors from the offices of the DOD 
Inspector General and the military service audit agencies jointly conducted tests of 
logistical systems supporting about 80 percent of DOD's reported military equipment, by 
attempting to trace selected military equipment items recorded in those systems to the 
assets in the field. Because of the sensitive nature of the equipment selected from the 
systems for these existence tests, the tests were designed to either "pass" or "fail." For a 
number of critical systems being tested, it was agreed with the military leaders who use 
those systems, that a "pass" would result only where all assets selected from the system 
were found. For other systems, which generally carry information on less critical assets, 
it was agreed that up to two errors could be identified with the system still receiving a 
passing grade. The results of auditors' reviews and tests of the reliability of information 
on the numbers and locations of military equipment and each of the military service's key 
logistical systems are described below. 


Navy 


The Navy does not have a central system that supports both financial reporting and 
worldwide visibility over various categories of military equipment. Instead, it relies on 
various systems and publications to provide this information. As part of the joint tests, 
described previously, of DOD's reported military equipment, these systems and 
publications were tested to determine if reported assets actually existed. 

Auditors tested recorded information for 11 categories of Navy military equipment. The 
Navy's systems failed for three of the 11 categories of tested military equipment — active 
boats, inactive service craft, and uninstalled engines. This means that the systems used 
to provide visibility over these mission critical items were not reliable. 

Active boats . The Combatant Craft and Boat Support System (CBSS), is used to 
provide senior Navy military officials visibility over the number and location of the 
Navy's "boats." These boats range in value up to$8 million and include landing 
craft and other boats used to assist in carrying out activities such as tunphibious 
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operations, aircraft rescues, drone recoveries, and mine countermeasures. The 
tests for these mission critical assets- for which a "pass" allowed zero errors- 
found that 2 of the 45 boats selected for examination were included in CBSS as 
available for use, even though they had been disposed of or sold. 

I'ninstalled engines : The Navy uses information from its logistical system for 
engines-.Aircraft Engine Management System-to track all Navy aircraft engines, 
both installed and uninstalled. In testing this system-for which a "pass" allowed up 
to two errors-auditors were unable to verify the existence of 10 of the 105 
sampled uninstalled engines. These 10 engines were valued at up to $4 million 
each. 

Service craft . Service craft are waterborne ublitanan craft not classified as ships 
or boats, which provide services to the fleet in harbors, ports, and at sea. The 
Navy uses the Naval Vessel Register-an electronic publication updated weekly that 
includes custodian, fleet assignment, and condition information on the Navy's ships 
and service craft. This publication is relied on to maintain visibility of these 
assets. Auditors' tests-for which a "pass" allowed up to two errors-revealed that 6 
of the 79 inactive service craft tested could not be located. Fifteen other service 
craft were sold or otherwise disposed of prior to the audit testing, but remained in 
the Naval Vessel Register coded as "Inactive." An "Inactive" coding indicates that 
an item was taken out of active service but was retained for possible use in 
meeting rapid mobilization requirements. An asset may also be placed in this 
category pending disposal. Table 1 shows the service craft that were no longer in 
the Navy's possession. 
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Table 1; Service C raft Erroneously Included in the Naval Vessel Register 


Type of Service Craft 

Reported Value 

(in thousands) 

Number 

Sold or 
Disposed 

Harbor Tugs 

$583 - $873 

3 

Barges and Lighters* 

$20 - $414 

16 

1 Ferry Boat or Launch 

$843 

1 

I Floating Crane 

$468 

1 

1 TOTAL 


21 


“Lighters are barges which afe used m port to transport personnel, goods, etc. from ship to ship or 
ship to shore. 


In addition, auditors' tests of systems supporting inactive ships and boats, which were 
permitted up to two errors before the systems failed due to the less critical nature of 
these military equipment categories, showed that these systems included one inactive 
cargo ship and two inactive boats which had been disposed of or sold. The Naval Audit 
Service is in the process of developing a report containing recommendations for actions 
to address these critical issues. 

■Army 

The Army relies on a central logistics system, the Continuing Balance System-Expanded 
(CBSX), to maintain worldwide visibility for all military equipment, including the Army's 
most critical war fighting equipment (national defense assets including tanks, cannons, 
armored personnel carriers, and aircraft). The system is intended to provide accurate, 
timely, and auditable equipment status information necessary for direct troop support. 
The central system should mirror the official accountable records of equipment balances, 
such as property book records maintained by various Army activities, including Army 
divisions that may be deployed, depots that repair or upgrade equipment, and storage 
sites. 

The Army calculates a compatibility rate to measure the extent to which the central 
system and the property book records agree-with a 98 percent compatability rate as a 
goal.^ As of July 1997, the Army reported an Army-wide compatibility rate of about 92 
percent. However, in January 1998, we reported that the 92 percent rate is overstated 


‘Army calculates the compatibility rate as a ratio of the total number of adjusted 
equipment items to the total number of equipment items on hand, expressed as a 
percentage. 
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because .\rmy does not include all the adjustments that are made to records. If these 
adjustments were included in the calculation, the Army-wide rate would fall to about ST 
percent. 

In addition, we reported that the compatibility rate calculation does not provide a 
complete indicator of the central system's accuracy because it does not include errors 
associated with equipment that is in-transit between locations. These in-transit errors are 
sigmficant-when they occur, the .Army loses visibility over this equipment. In June 1996. 
the .Army Audit Agency reported that as of July 31. 199.5. 69 percent of the 1,135 open in- 
transit records in the central system it analyzed were invalid. The auditors identified a 
number of reasons for the invalid in-transit records, including system interface problems, 
use of duplicate unit identification codes, and shipments that were redirected to another 
destination after the shipment was initiated." 

We recently analyzed a statistically projectable sample of adjustments made to data in the 
central system to bring it into agreement with data in the Army's primary property book 
system. Our analysis showed that over 40 percent of the adjustments were needed 
because of transactions that had been recorded in unit level property books, but not 
received by the central system. Until these adjustments were made, assets including 
Howitzer cannons, M-16 rifles, and cargo trucks were not reflected in the central system. 
For example, one of the adjustments was for a Howitzer M-119 cannon, used for firing 
shells at a high angle of elevation to reach a target behind cover or in a trench and valued 
at approximately $423,000, that had been recorded in a deployed unit's property book, but 
the transaction was not received by the central logistical system. 

These problems are long-standing. In a 1993 study,' we found that the Army did not 
maintain reliable information on the types, quantities, and locations of its equipment. For 
example, we found that one unit's equipment records indicated having 220 more tanks 
than were being reported in the central system. In another instance, a unit reported 18 
advanced attack helicopters which were not recorded in the central system. Such 
discrepancies not only result in financial reporting misstatements, but, as DOD 
acknowledged in its "Lessons Learned" report following Desert Storm, inaccurate or 
unreliable central system data can impair equipment distribution decisions. As a result, 
some units received equipment in excess of their authorized levels, while other units were 
not provided critically needed equipment Our recent report identified specific reasons 


’ Army Logistics Systems: Opportunities to Improve the Accuracy of the Army's Major 
Fniiinment Item System (GAO/AIMD-98-17, January 23, 1998). 

'^ Financial Reporting of Equipment In Transit (U S. Army Audit Agency, AA 96-156, 
June 17, 1996). 

' Financial Management: Army Lacks Accountability and Control O ver Equipment 
(GAO/AIMD-93-31, September 30, 1993). 
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for discrepancies between central system and unit accountability records and made nearly 
:20 detailed recommendations, including suggestions to (1) ensure that the central system 
receives applicable property book transactions, (2) correct software problems, (3) 
improve the transaction audit trail, and (4) enhance the training of property book 
officers.’ 

Because of the known problems with the Army's central system, the auditors focused the 
existence tests, described previously, of the Army's recorded assets on Its unit-level 
property books which are used to provide information to the central system, and on other 
logistical systems containing asset information. The tests were designed to validate the 
existence of assets for the five categories of military equipment that comprised 70 percent 
of the reported value of Army mission assets. These categories are aircraft, combat 
tracked vehicles, communication equipment, missiles, and missile support equipment. 

The data in the Army's property books passed the auditors' tests for existence for each of 
the five asset categories. However, the auditors found two errors in the missile support 
category, one of which was a critical military equipment item. 

Specifically, one missile launcher for an AVENGER weapon system could not be located. 
The AVENGER weapon system is a lightweight, highly mobile surface-to-air missile/gim 
system which can be mounted on a High Mobility Multipurpose Wheeled Vehicle 
(HMMWV). Each AVENGER launch system costs approximately $1 million. Army 
officials' explanation for problems in locating the missile launcher was that the serial 
number listed in the Army's records for the AVENGER missile launcher was in fact the 
serial number of the HMMWV, and that the launcher had been removed from the 
HMMWV. As of April 9, 1998, this launcher had not been located. The Army Audit 
Agency's draft report on "Accountability for Army Mission Equipment " recommends that 
the Deputy Chief of Staff for Logistics establish specific criteria and procedures for 
recording serial numbers in unit property books for high-doUar value components of 
equipment items. 

AjitfOKe 

Our recent work identified problems with the Air Force's Reliability and Maintainability 
information System (REMIS), which is intended to provide worldwide visibility over its 
equipment, such as aircraft and missiles, and timely maintenance and logistical 
information. This central logistical system is used to support Air Force field and 
operational commanders. Over 1,700 users have access to various modules of the central 
system to support a variety of activities including strategic planning, asset accountability, 
and budgeting. As with the Army's central logistical system, the accuracy of the data in 
the Air Force system is important not only for financial reporting, but also for effective 


'* Armv Logistics Systems: Opportunities to Improve the Accuracy of the Army's Major 
Enuioment Item System (GAO/AIMD-98-17, January 23, 1998). 
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asset control and program management. The Air Force central system includes three 
databases: (1) an inventory table, which identifies equipment by serial number and type. 
(2) an assignment table, which shows the assigned command and mission for aircraft and 
missiles by serial number, and (3) a possession table, which identifies the physical 
location of aircraft and missiles by serial number. These databases generally should be 
consistent. However, we reported'^ in August 1997 that our analyses of these three 
databases identified a number of inconsistencies in the number of aircraft and missiles 
reported. For example, our findings included the following. 

Over 200 ground launched cruise missiles were identified in the assignment table 
that were not included in either of the other central system databases. According 
to the system program office, these missiles were destroyed years ago as part of a 
treaty with the Soviet Union. 

Twelve aircraft and missile records were erroneously included in the inventory 
table (they did not appear in the assignment or possession table). It was 
determined that these records did not represent actual equipment and therefore 
should have not been in the central system inventory table. 

Twenty-five aircraft and eight air-launched cruise missiles were included in the 
central system inventory and assignment tables, but were not in the possession 
table. These assets were not reflected in the possession table because the table 
had not been updated to reflect asset transfers from one location to another. 

Duplicate records for 10 helicopters were included in the central system inventory 
database. This error occurred as the result of improper data entry when making 
modifications to type/model/series ittformation. 

We recommended short-term actions the Air Force could take to improve the accuracy of 
aircraft and missile data in its central logistical system. Such actions included making 
regular comparisons and analyses of the central system databases and researching and 
correcting any inconsistencies, such as the mismatches we identified. 

In addition, the systems the Air Force relied on to account for and control military 
equipment "passed" the existence tests described previously. However, the auditors 
identified errors, which, although within the acceptable limits of the auditors' tests for a 
passing mark on the equipment reported in the system, may raise concerns over the 
reliability of location information on critical items in the Air Force's arsenal of military 
equipment. Specifically, as part of the auditors' tests, they determined that (1) two 
engines included in the logistical system records as uninstalled engines were actually 


’ Financial Management: Accuracy of Air Force and Missile Data Could Be Improved 
(GAO/AIMD-97-141R, August 15, 1997), 
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installed in aircraft several years ago, and (2) an older model C-130 cargo plane remained 
in the logistical records even though the aircraft had been destroyed a few years ago at a 
contractor facility during corrosion testing. In addition, while not specifically part of the 
auditors' financial audit testing, they noted that the .Air Force's logistical records on the 
location of 36 engines, valued at $91,000 each, were incorrect. .Air Force officials 
informed the auditors that erroneous information was included in the logistical systems 
primanly because the contractors had not updated the records when these assets were 
transferred from the contractor's facility. The auditors offered specific suggestions to 
correct these deficiencies noted as part of their audit tests. 

Imnrnvement F.fforr.s 

Both (he Army and Air Force have indicated that they either have taken, or are taking, 
actions to address auditor concerns and improve these critical systems. To improve its 
central logistical system, the Army established an Improvement Team to develop 
initiatives related to data accuracy in its central logistical system and hired a contractor 
to carry out those initiatives. DFAS and Air Force officials indicated that they had 
completed actions to address our recommendations on specific actions to improve the Air 
Force system. We plan to follow up the effectiveness of these actions as part of our 
fiscal year 1998 financial audit work at DOD. The Navy has not yet indicated what 
actions it will take. 

Equipment Valuation 

Auditors have had long-standing concerns that the reported value of DOD's military 
weapons systems was inaccurate. Recent audit results demonstrate that DOD continues 
to e-icperience problems in this area. For example, Army auditors recently reported that 
limited testing of the recorded value of selected military equipment items revealed an 
understatement of more than $10 billion as a result of the Army not updating unit price 
information to reflect standard price. The Army attjusted its financial statements for that 
amount, but Army auditors reported that the account balance was still misstated by an 
unknown amount for the equipment items that were not tested. 

The Department's most recent annual report to the President and the Congress describes 
the significance of DOD's inability to develop reliable cost information. Specifically, the 
report cited the lack of a cost accounting system as the single, largest impediment to 
controlling and managing weapon system life-cycle costs, which include acquisition costs, 
as part of DOD's acquisition reform initiative to acquire products "that work better and 
cost less." In this regard, DOD identified as a specific goal, establishing an 
implementation plan for a cost accounting system that provides visibility over weapon 
system life-cycle costs. Without accurate information on the acquisition costs of weapon 
systems, neither DOD officials nor the Congress can make fully-informed decisions about 
which weapons or how many to buy. Moreover. DOD management needs accurate cost 
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information to monitor costs as weapon systems are being built, especially for those 
weapons for which Congress imposes cost limits. 

I'nreliahle .Amounts Renorted for General Property. Plant and Rnuinment 

In addition to military equipment, DOD is responsible for almost one-half of the 
government's general property, plant and equipment (PP&E),‘“ Long-standing issues 
affecting the reliability of reported general property amounts include DOD's inability to 
ensure that all its assets are properly reported and valued, DOD auditors restated again 
in recent audit reports that the billions of dollars reported for real property (land, 
buildings, facilities, capital leases, and improvements to those assets) and non-miliUuy 
equipment, such as trucks, telecommunications systems, and computers, were unreliable 
due to valuation errors, omissions of assets, system deficiencies, or other recording 
errors, such as duplicate reporting. 

With regard to valuation, auditors were unable to verily the reported amount of DOD's 
property. In general, documentation supporting these values no longer exists or cannot 
be located. In addition, obviously erroneous valuation data are not being corrected. For 
example 

At one location tested. Navy auditors identified 49 buildings valued at a total of $25 
million that were recorded at a zero or one dollar value in the system used to 
obtain the plant property values for the Navy's fiscal year 1997 financial 
statements. 

The Air Force's fiscal year 1997 financial statements were understated by $189 
million because of pricing errors entered into the system for fire trucks. The fire 
truck amounts were based on a unit price of $1.03 instead of the actual cost of 
over $470,000. 

In certain cases, some DOD general property is being omitted from reports. For example, 
DOD auditors reported problems at each military service related to DOD's inability to 
properly identify and report its capital leases. Air Force and Navy auditors determined 


‘“Statement of Federal Financial Accounting Standards No. 6 states that general PP&E is 
any property, plant, and equipment used in providing goods and services. It typically has 
one or more of the following characteristics; (1) it could be used for alternative purposes 
(e.g., by other Federal programs, state, or local governments, or non-govemmental 
entities) but is used to produce goods or services, or to support the mission of the entity. 
(2) it is used in business-type activities, or (3) it is used by entities in activities whose 
costs can be compared to those of other entities performing similar activities (e.g.. 

Federal hospital services in comparison to other hospitals). 


11 



318 


that capital leases with an estimated total value at S493 million were omitted from .Mr 
Force and Navy fiscal year 1997 financial statements. 

Finally, DOD auditors have identified the lack of integration of financial accounting and 
property accounting systems as a major factor contributing to unreliable general property 
reporting. Accordingly, the DOD Comptroller designated the Defense Property and 
.Accountability System (DPAS) as the property accounting system for all DOD real and 
personal property in order to bring DOD assets under proper accountability and financial 
control. We recently reported" that the DOD-wide system, as functionally designed, can 
provide financial control and generate information to account for most general property. 
However, we also reported that if not properly implemented, as was the situation at the 
Defense agency we reviewed, the DOD-wide system would not ensure financial control 
and accurate reporting of general property. Furthermore, while the DOD Comptroller has 
stated that this system must be implemented across DOD by the year 2000, no specific 
plans to accomplish this goal have been developed. The responsibility for implementing 
this system was recently turned over to the Defense Logistics Agency. Our report made 
10 detailed recommendations to ensure that financial control and accountability over 
general property is attained. These include developing an implementation plan with 
milestones for DPAS, revising the handbook accompanying the system, and modifying the 
software to update it for new accounting standards. 

Capitalization Threshold 

DOD's ability to accurately report its property, plant, and equipment values has been 
further hampered by the 20-fold increase in its capitalization threshold from $5,000 in 
1991 to $100,000 in 1996. Prior to fiscal year 1998, DOD policy required DOD components 
to capitalize an asset when its acquisition cost or similar cost exceeded the capitalization 
threshold in effect at the time of acquisition. Beginning in fiscal year 1998, however, 

DOD components-other than working capital fund activities-are required to apply a 
single $100,000 capitalization threshold to assets, irrespective of the threshold that existed 
at the time of purchase. Under this policy, all general PP&E assets, previously capitalized 
by non-working capital fund activities at thresholds less than $100,000, will be expensed 
in fiscal year 1998. Recognizing the effect this policy would have on operations, working 
capital fund activities are required to apply the capitalization threshold only to newly 
acquired assets, beginning in fiscal year 1998, and to retain, on their financial records, 
existing capitalized assets even though the assets may have been capitalized at a level of 
less than $100,000. 

Prior audit reports have disclosed that higher capitalization thresholds have not been 
uniformly applied throughout DOD, resulting in inconsistencies in asset reporting and the 


" Financial Management: DOD's Approach to Financial Control Over Property Needs 
Structure (GAO/AIMD-97-150, September 30, 1997). 
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omission of billions of dollars in assets from DOD financial reports. .As a result of the 
higher capitalization threshold, billions of dollars of assets have been expensed- 
effectively removing them from accounting control. For example, .Navy auditors estimate 
that if the $100,000 capitalization threshold were applied to the Navy's March 1996 
nonmilitary equipment balance of $6 billion, over $1 billion would be eliminated. In a 
letter to DOD in March 1997, we estimated that at least $5 billion of the Army's 
equipment would have been excluded from the Army's fiscal year 1996 financial 
statements if the $100,000 threshold was retroactively applied. Eliminating these items 
from financial control and the accountability imposed by annual audits is particularly 
detrimental because, as discussed earlier, financial audits have repeatedly found that 
DOD's detailed property records are not accurate. 

Further, use of this high capitalization threshold adversely affects the measurement of 
operating costs. Billions of dollars of assets are expensed in their year of acquisition, as 
opposed to the cost of those assets being allocated over the life of the asset. For 
example, as a result of implementation of high capitalization thresholds, thousands of 
tractors costing at least $70,000 each and numerous types of industrial equipment have 
been wntten off in the year of acquisition. In addition, expensing these costs makes it 
harder for DOD to compare its cost to the private sector, which is required to capitalize 
such items. For example, this impairs the ability of DOD and oversight officials to make 
informed decisions on issues where comparative costs are a significant factor, such as in 
deciding whether to outsource specific functions. 

We are analyzing the effect of DOD's capitalization policy on its operational and program 
costs and asset accountability and will be continuing to discuss our views with DOD 
managers. 

Inventory Cannot Be Verified 

DOD inventory'" includes ammunition (such as machine gun cartridges, rocket motors, 
and grenades), consumables (such as clothing, bolts, and medical supplies), stockpile 
materials (such as industrial diamonds, rubber, and tungsten), and repairable items (such 
as navigational computers, landing gear, and hydraulic pumps). DOD's inability to 
effectively account for and control its reported $170 billion investment in inventories has 
been an ongoing area of major concern. We are continuing to monitor DOD inventory 
management as one of the areas that we consider as high risk because of its vulnerability 
to waste, fraud, and abuse. One area of inventory management that has been a long- 
standing concern is excess inventories. In February 1997, we reported our estimate that 


'"Statement of Federal Financial Accounting Standards No. 3 defines several categories of 
inventory. DOD primarily has inventory held for sale, operating materials and supplies, 
and stockpile materials. For purposes of this testimony, we refer to all categories as 
inventory. 
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about half of DOD's $70 billion in secondary- item inventories" at the end of fiscal year 
1995 was excess to current operating requirements and war reserves." 

Auditors continue to find that DOD's inventory management and control systems and 
practices are plagued with serious problems, including 

on hand quantities that do not agree with the records, 

an inability to reliably determine inventory values, 

deficiencies in information on the condition of inventories, 

a significant amount of inventory excluded from overall logistics management 
visibility as well as financial reporting, and 

an inability to effectively account for and control intransit inventories. 

On-hand Quantities Do Not Agree With Records 

Auditors have issued a number of reports over the past several years detailing extensive 
discrepancies between the results of physical counts of inventories actually on-hand and 
quantity information recorded in inventory records. For exttmple, in their fiscal year 1997 
audit opinion on the Army's Working Capital Fund, Army auditors cited unacceptable 
error rates in prior years' testing of inventory records.*’ The DOD IG reported an overall 
24 percent error rate at DOD's primary storage locations as a result of physical counts it 
performed in fiscal year 1996.'® The auditors' examination of inventories in the fiscal year 
1997 financial statements found this condition continued. For example: 

- Navy auditors performed physical counts at 13 major Navy storage locations. Their 
preliminary results indicate that the quantities actually on-hand differed from 
inventory records 23 percent of the time. Out of 652 stock numbers tested, 150 
had count quantities that differed from the inventory record quantities. 


"Secondary inventories are repairable and consumable items in storage at depots and 
installations. 

" High-Risk Series: Defense Inventory Management (GAO/HR-97-5, February 1997). 

'’ Army Working Capital Fund Princi pal Financial Statements for Fiscal Year 1997 (AAA 
Report No. AA 98-111, February 13, 1998). 

'‘' Inventory Record Accuracy and Management Controls of the Defense Logistics Agency 
Distribution Depots (DOD IG Report No. 98-019, November 10, 1997). 
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- Air Force auditors found that Air Force records showed 54.5 billion of Air Force 
ammunition was stored at Army locations as of the end of fiscal year 1997. but 
Army records showed only $2.5 billion.'' Of the $2 billion difference, the auditors 
could only resolve $864 million, which was the result of Air Force records showing 
that it had 14.5 million smoke rockets (used to mark targets) at an Army storage 
location, while only 1,450 were actually on-hand at that location. The item 
manager was not aware of this difference until the auditors pointed it out. 

As a result of these deficiencies in recorded inventory quantities, DOD managers do not 
have reliable information to make purchase decisions or to fully recognize and eUminate 
excess inventories and related storage costs. For example, in February 1997, we reported 
that DOD had ordered $11.3 million in additional items, such as circuit card assemblies, 
computers, and hydraulic pump valves, that already were in excess supply.'® In June 
1996, we reported that about $31 billion of DOD's reported $80 billion of ammunition was 
excess. In January 1997, we reported that DOD could save about $382 million amiually 
in holding costs by eliminating an estimated $2.7 billion in inventories not needed to meet 
current operating and war reserve requirements.“ 

Inventory Values Questionable 

Federal accounting standards require inventories to be valued based on historical cost, or 
a method that will approximate historical cost. DOD does not have historical cost data 
on inventories. Accordingly, DOD developed an agency-wide model in 1994 to 
approximate historical cost. The model requires adjustments to recorded inventory 
values to arrive at the estimated historical cost These adjustments are a key factor in 
determining the working capital funds' cost of operations. 

Auditors have been unable to evaluate the reasonableness of reported inventory values 
due to errors and wide swings in the dollar value of adjustments made to value inventory 
at historical cost using this model. For example, the appbcation of the model in Navy for 
its fiscal year 1996 financial statement reporting resulted in about an $8 billion adjustment 
to Navy's Working Capital Fund inventory and in a net loss of $3.4 billion. However, 


'' Opinion on Fiscal Year 1997 Air Force Consolidated Financial Statements (AFAA Report 
No. 97053009, February 27, 1998). 

‘^ Defense logi.stir.s: Much of the Inventory Exceeds Current Needs (GAO/NSIAD-97-71, 
February 28, 1997). 

'^ Defense Ammunition: Significant Problems Left Unattended Will Get Worse 
(GAO/NSIAD-96-129, June 21, 1996), 

-" Defense Inventory: Snare and Repair Parts Inventory Costs Can Be Reduced 
(GAO/NSIAD-9747, January 17, 1997). 
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during 1997, DFAS later identified a •$3.9 billion error in how the model was applied to 
the fiscal year 1996 inventory balances, which caused that year's ending inventory balance 
to be understated by the same amount. 

Further, the model has undergone frequent changes that have not been well-documented 
and, therefore, the impact of the changes has been difficult to follow. Nevertheless, the 
changes could have been one reason that the Navy's reported inventory balances 
fluctuated significantly between fiscal years 1995 and 1997. For example, the Navy's 
Working Capital F\ind reported inventory balances were about $13 billion in fiscal year 
1995, $10 billion in fiscal year 1996, and $13 billion again in fiscal year 1997, 

As a result, the model DOD is using to value inventories has yet to demonstrate that it 
can reliably approximate historical cost as required by standards. DOD's September 1997 
working capital funds improvement plan recognized the need to properly value 
inventories at historical cost. However, until DOD can develop and validate such a model 
or capture its inventory costs, DOD will continue to have little assurance that it can 
develop and report accurate net operating result information-a key factor in setting the 
prices DOD's working capital fund operations charge their customers. Auditors are 
working with DOD to determine if the model can be modified to provide more accurate 
estimates as an interim measure until DOD obtains actual inventory costs. 

Assets With Unknown Condition 

DOD's financial statements are required to provide information on the condition of 
inventories. For example, items held for repair should be segregated and reported at 
values reduced by the costs of bringing those assets up to serviceable condition. 

However, Army auditors reported that the Army's fiscal year 1997 Working Capital Fund 
financial statements did not properly report inventory held for repair.'' In addition, we 
reported in December 1997 that the Air Force had over 400,000 secondary items valued at 
$2.4 billion for which it had not determined the usability or condition." For about 64 
percent of the almost 2,000 items we reviewed, we found that Air Force records were not 
updated to reflect the item condition for over 1 year, and in some instances had not been 
updated for over 6 years. Lacking reliable information on inventory condition, DOD may 
not have an accurate picture of the amount needed to bring these items to a serviceable 
state, which could affect readiness or may result in DOD incurring unnecessary storage 
costs for those items for which it is not economically feasible to repair and should be 
disposed of. 


•" Army Working Capital Fund Principal Financial Statements for Fiscal Year 1997 (.AAA 
Report No. 98-111, February 13, 1998). 

" Defense Inventory: Inadequate Controls Over Air Force Suspended Stocks 
(GAO/NSIAD-98-29, December 22, 1997). 
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Inventones Not Rpnorted 

.\s disclosed in our recent report on the results of our audit of the L'.S. government's 
consolidated financial statements, an estimated $9 billion of known military operating 
materials and supplies were not reported, including inventories on Army installations, at 
N'av-y facilities, and on Navy ships. Further, as part of their fiscal year 1997 audit. Army 
auditors found that Army records were understated by $248.9 million because munitions 
balances in Kuwait and those held by a contractor were not reported.^ In the case of the 
contractor, the auditors confirmed that the contractor's records showed 3,873 more 
rocket pods (a rocket pod contains 12 surface-to-surface rockets and is part of a mobile 
rocket launching system) than the Army’s records. This variance, representing about 14 
percent of the total 27,766 rocket pods the Army has in its inventory, occurred because 
the .Army relied on manual reporting procedures from the contractor. This is not a new 
problem. For example, in its fiscal year 1996 audit, the Naval Audit Service found that 
the Navy's reported ammunition balances were understated by $20.4 billion because the 
source Navy used to prepare its financial statements did not include all ammunition 
owned by the Navy.'* 

The adverse effect of not having information on these inventories was highlighted in our 
March 1998 report on our analysis of Navy financial data deficiencies.'’ We discussed a 
number of areas in which logistics systems’ financial deficiencies not only adversely 
affected the reliability and usefulness of the Navy’s financial reporting but also had 
significant programmatic or budgetary implications. For example, to determine Navy- 
wide inventory requirements, responsible managers must have accurate, reliable 
information on the quantities of inventories on ships, including any quantities in excess of 
needs. However, we reported that information on almost $8 biUion of inventories on- 
board ships were omitted from the data used from financial statement reporting and as 
the starting point for the development of budget requests for additional inventories. 

As a result, there was a substantially Increased risk that Navy may have requested funds 
to obtain additional unnecessary inventories because responsible managers did not 
receive information on excess inventories that were already on hand in other locations. 
For example, in our August 1996 report, we identified uimecessary Navy spending of at 
least $27 million in fiscal year 1995 and forecasted spending which could result in the 


*■* Army's Principal Financial Statements for Fiscal Year 1997 and 1996 - Financial 
Reporting of Wholesale Munitions (AAA Report No. 98-98, February 5, 1998). 

-* Denartmpnt of the Naw Fiscal Year 1996 Annual Financial Report Report on Internal 
Controls and Compliance With Laws and Regulations (NAS Report No. 029-97, April 5, 
1997). 

-’ CFO Act Financial Audits: Programmatic and Budgetary Implications of Naw Financial 
Data Deficiencies (GAO/AIMD-98-56, March 16, 1998). 
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Nav'y incutring another approximately S38 million in the future for items already available 
at other locations.’’ 

Poor Accounting for [ntransit Inventories 

In their audits of fiscal year 1997 working capita) fund financial statements, auditors were 
not able to confirm the intransit inventory balances, which are included in the reported 
overall inventory balance on hand. For example, Army auditors found that a reported 
•$•598 million of inventory intransit from vendors was misstated by an unknown but 
material amount due to problems with processing receipt notifications.’ Air Force 
auditors could not validate $11 billion of inventories at contractor repair facilities and 
intransit between contractors and Air Force installations because the systems did not 
maintain supporting records. 

We also recently reported on problems with verifying intransit inventory balances. In 
February 1998, we reported that the $5.2 billion of intransit secondary item inventory 
shown in DOD's fiscal year 1996 Supply System Inventory Report is questionable because 
(1) the Air Force did not include $1.3 billion of intransit repairable items, and (2) DOD 
did not have receipt notifications for 12.4 million shipments outstanding for an average of 
145 days-approximately 1.4 biUion items-out of 21 million shipments it initiated.’® The 
logistical systems supporting this report also are the source of financial information. 

Taken together, these Inventory control and accountability deficiencies also serve to 
undermine the Department's ability to reliably meet established performance objectives. 
For example, performance indicators were set out in the Department's recent 
performance plan, including reductions in retail-level inventories, such as repairable and 
consumable items at bases, from $14 billion in fiscal year 1996 to $10 billion in fiscal year 
2001, and reductions in supply inventories, such as repairable and consumable items in 
storage, from $70 billion in fiscal year 1995 to $48 billion in 2003. These performance 
indicators do not address the remaining balance of the reported $170 billion of inventory, 
including ammunition and other operating supplies. Until DOD can reliably account for 
both the quantity and value of its substantial investment in inventories, its ability to 
assess its progress in meeting such goals will be impaired. 


’^ Naw Financial Management: Improved Management of Operating Materials and 
■Siinnlies Could Yield Significant Savings (GAO/AIMD-96-94, August 16, 1996). 

’’ Army Working Capital Fund Principal Financial Statements for Fiscal Year 1997 (AAA 
Report No. 98-111, February 13, 1998). 

'“ ODinion on Fiscal Year 1997 Air Force Working Capital Fund Financial Statements 
(AFAA Report No. 97068043, February 27, 1998). 

’® Denartment of Defen.se In-Transit Inventory (GAO/NSIAD-98-80R, February 27, 1998). 
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REPORTED F.WIRONMF.NTAiyPlSPOS.U UABII.ITV IS SlGNinrANTLV 
LNDF.R.STATF.D 


DOD has not yet fully implemented the federal accounting standard that requires it to 
recognize and report liabilities associated with environmental clean up and/or tlisposal of 
its assets, including ammunition, national defense assets,® military training ranges, and 
chemical weapons. While DOD reported $38.7 billion in estimated environmental cleanup 
and disposal liabilities in its fiscal year 1997 financial statements for environmental 
restoration of active and inactive bases, cleanup of formerly used sites, and cleanup and 
disposal of certain chemical weapons, it did not estimate environmental cleanup and 
disposal costs associated with military weapons systems or training ranges. As a result, 
DOD's undisclosed liability in this area is likely understated by tens of billions of dollars. 

One of the new accounting standards^' requires recognition of a liability for any probable 
and measurable future outflow of resources arising from past transactions, if those costs 
can be reasonably estimated. These requirements apply to many DOD assets, including 
its weapons systems, which contain hazardous materials and waste that must be removed 
and disposed of when inactivated. The new federal accounting standard was issued more 
that 2 years ago to allow agencies ample time to develop implementing policies and 
procedures prior to its fiscal year 1997 implementation date. The Congress has also 
recognized the importance of accumulating and considering such information. The 
National Defense Authorization Act for Fiscal Year 1995 requires the Secretary of Defense 
to determine, as early in the acquisition process as feasible, the life-cycle environmental 
costs for major defense acquisitions programs, including the materials to be used and 
methods of disposal. The life-cycle cost estimates are required before proceeding with 
the rntyor acquisition. 

Because of the importance of this information and because of our responsibility to audit 
the U.S. government's consolidated financial statements beginning with fiscal year 1997, 
we undertook a series of reviews to assist DOD in its efforts to meet the requirements of 
the new federal accounting standard. We found that, while DOD has not yet estimated its 
disposal liability for all assets, including national defense assets, information is available 
to estimate these costs. We have reported the following. 

- DOD regularly disposes of missiles and includes disposal costs for missiles as part 
of its annual budget request. Using available information, the military services 


“Includes weapons systems such as submarines, ships, aircraft, missiles, and combat 
vehicles. 

"Statement of Federal Financial Accounting Standards No. 5, Accounting for Liabilities of 
the Federal Government . 
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were able to provide us with estimated disposal costs, ranging from S102 to almost 
$500,000 per missile for each of four missile types we selected for review. '■ 

- Navy management information systems contain data on the costs to inactivate and 
dispose of nuclear submarines and ships. For example, these systems show that 
estimated environmental costs associated with inactivation and disposal activities 
related to a nuclear submarine could range, at a minimum, from $19 million to $61 
million. Navy officials also provided a cost estimate that ranged from $807 million 
to $942 million for the inactivation and disposal of the first Nimitz-class nuclear 
carrier, if work was begun in fiscal year 1998.“ Subsequently, they stated that as 
the Navy gains experience in defueling during the refueling cycles of Nimitz-class 
carriers, they expect the cost estimate for inactivating and disposing of Nimitz- 
class carriers could be reduced to about $500 million for the tenth Nimitz-class 
carrier. Although the Navy has not provided a basis for us to assess the 
reasonableness of the $500 million estimate, we acknowledge that as the Navy 
gains experience in the inactivation and disposal of aircraft carriers, cost 
efficiencies could occur. Ultimately, the estimate will need to be adjusted to 
reflect actual experience. 

DOD's designated aircraft storage, reclamation, and disposal facility could provide 
data to compute estimated costs for the demilitarization (ranging from about $7,000 
to $105,000 for three of the aircraft we reviewed) and hazardous material removal 
(ranging from $313 to $123,000 for the five aircraft reviewed) for aircraft systems.^ 

- DOD can use historical cost information on ammunition disposal already compiled 
as a starting point for estimating the Department's ammunition disposal liability. 
Using these data, along with inventory quantities provided by the Army, we 
estimated that the Army's ammunition disposal liability alone could range from 
about $1.3 billion to $2.1 biUlon." 


“ Financial Management: OOP's Liability for Missile Disposal Can Be Estimated 
(GAO/AIMD-98-50R, January 7, 1998). 

“ Financial Management : Factors to Consider i n Estimating Environmental Liabilities for 
Removing Hazardous Material in Nuclear Submarines and Ships (GAO/AIMD-97-135R, 
August 7, 1997). 

“ Financial Management: DOD's Liabihtv for Aircraft Disposa l Can Be Estimated 
(GAO/AIMD-98-9, November 20, 1997). 

“ Financial Management: DOD's UabiUtv for the Disposal of Conventional Ammunition 
Can Be Rstimated (GAO/AIMD-98-32, December 19, 1997). 
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DOD also faces significant cleanup and disposal costs for its military training ranges. 
These costs, which are related to clearing the land of unexploded ordnance and other 
chemical wastes, are also estimable. In a July 1996 study, DOD estimated that $19,.5 
billion would likely be needed to secure and/or clear inactive, closed, or transferring 
ranges under current legal requirements; however, DOD did not include any estimate for 
these costs in its fiscal year 1997 financial statements. Also, this amount should have 
been, but was not, included in DOD's 1996 Defense Environmental Restoration Program 
Annual Report to the Congress, 

In response to our reports, DOD has stated that, while it generally agreed that estimates 
could be developed for certain assets, estimates covering all assets would take some time. 
It added that it has delayed reporting of most of these liabilities because of the time 
required to develop and implement pohcy and specific application procedures and 
reporting guidance. 

As the Department begins developing needed policy and specific guidance for the military 
services on estimating and reporting the disposal liability for assets, our reports identify 
certain factors that need to be addressed. In addition, because environmental and 
disposal liabilities represent future outlays, DOD should also consider ways to make this 
information even more meaningful to decisionmakers. One way to provide a proper 
context for environmental liabilities would be to provide a table showing estimated 
outlays by budget period in a footnote to the financial statements. Such a table would 
show congressional and other budget decisionmakers the potential annual impact of 
DOD's actions on various budget periods, including those outside the annually submitted 
Future Years Defense Program, This information could also provide a link between 
budgetary and accounting information, one of the key objectives of the CFO Act, 

REPORTED LIABILITY FOR POST-RETIREMENT HEALTH CARE IS UNSUPPORTED 

Under the new accounting standards, CKDD is required to calculate and report its 
estimated liability for providing health care benefits to military retirees and their 
beneficiaries, DOD provides these benefits through free care at Military Treatment 
Facilities and through the Tricare program, which is comprised of fee-for-service 
(CHAMPUS), preferred provider, and HMO plans. 

DOD did not accumulate the data necessary to accurately estimate its military 
post-retirement health benefits liability. Specifically, DOD used unaudited budget 
information, instead of the required cost data, to calculate its $218 billion estimated 
liability. In addition, DOD did not accumulate current or complete historical claims data 
to support its calculation. These problems significantly impair DOD's ability to determine 
the full cost of its current operations or the extent of its actual liabilities. 

According to both DOD actuaries and independent actuaries under contract to DOD, the 
current cost of providing health care cost is very significant to the liability calculation-if 
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costs are understated or overstated by a percentage point, the liability will be understated 
or overstated by approximately the same percentage. However, DOD did not accumulate 
actual cost data for its .Military Treatment Facilities. Instead, DOD estimated health care 
spending using budget obligation data and used this information in the calculation. While 
budget obligations represent funds committed during a period, they are not equivalent to 
full cost data. For example, the costs of the treatment facilities themselves may not be 
fully captured nor some personnel costs such as future pension expenses. 

DOD did not obtain a significant portion of health care claims data. For outpatient 
claims, which comprise over one-third of the dollar value of all claims, data were 
available from only 15 of the 121 Military Treatment Facilities. The actuaries assumed 
that the 15 were representative of the entire 121, which resulted in an unquantifiable error 
in the liability calculation. Finally, the actuaries did not obtain the most current data 
available; instead, claims data from fiscal year 1994 were the most recent used in the 
calculations for the fiscal year 1997 liability. 

COST OF DOD OPERATIONS NOT ACCURATE 

As stated in our report on the results of our audit of the U.S. government's consolidated 
financial statements, the government was unable to support significant portions of the 
more than $1,6 trillion reported as the total net costs of government operations. DOD 
accounts for about $250 billion of this amount The previously discussed material 
deficiencies in DOD's ability to report assets and liabilities and the lack of effective 
reconciliations, as discussed later, all affect the department's reported net costs. 
Specifically, as previously discussed, the accuracy of DOD’s operating costs is materially 
affected by DOD's inability to (1) properly value and capitalize its facilities and 
equipment, (2) properly value its inventory, (3) identify its environmental and disposal 
costs, and (4) determine its costs associated with post-retirement health-care for military 
personnel. Farther, as discussed in the following sections, DOD's inability to properly 
identify and eliminate interagency transactions, reconcile balances with Treasury, and 
record all of its disbursements are additional factors in the incomplete picture of DOD's 
costs. 

DOD CANNOT IDENTIFY INTERAGENCY TRANSACTIONS 

To make the consolidated govemmentwide financial statements balance. Treasury had to 
record a net $12 billion item on the Statement of Changes in Net Position, which it 
labeled unreconciled transactions. This out-of-balance amount was the net of more than 
$100 billion of unreconciled transactions-both positive and negative amounts-which 
Treasury attributed largely to the government's inability to properly identify and eliminate 
transactions between federal government entities. 

In order to portray DOD as a single entity and the federal government as a single 
economic unit, certain transactions that occur between entity components must be 
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identified and eliminated. Without proper eliminations, certain assets, liabilities, re\enues 
and expenses are double counted or otherwise misstated. However, DOD has 
acknowledged that it cannot reliably identify and eliminate interagency transactions, 
whether between individual DOD components or between DOD and other federal 
government entities. 

For the consolidated govemmentwide financial statements, DOD identified its side of 
interagency transactions for elimination without reconciling its accounts with other 
federal government entities. Therefore, DOD had no assurance that it had identified the 
correct amounts and that a corresponding revenue, expense, asset or liability had been 
identified by the transaction partner. Improper eliminations can result in significant 
errors in financial statement reports. For example, as part of the nearly $300 billion of 
interagency trrmsactions reported to Treasury, DOD identified $59 billion of program and 
operating expenses for elimination but later could not justify $42 billion as interagency 
transactions. As a result. Treasury had to adjust the consolidated net cost statement to 
correct this error. If Treasury had not made the necessary adjustment, the consolidated 
Statement of Changes in Net Position, which currently shows the government's costs 
exceeded its revenues by $15 billion, would have indicated that the government's 
revenues exceeded its costs by $27 billion for fiscal year 1997. 

Because improving DOD systems will be a long-term endeavor, we are continuing to work 
with DOD, 0MB, and Treasury to develop an acceptable interim process to resolve 
problems in accurately accounting for and reporting interagency transactions. 

DOD HAS BILLIONS OF UNRECONCILED CASH ACTIVITY 

As discussed in our report on the results of our consolidated audit of the federal 
government, several msyor agencies are not effectively reconciling their transactions. 

DOD, with nearly half of the federal government's discretionary spending, is one of those 
agencies. These reconciliations-similar in concept to individuals reconciling personal 
checkbooks with a bank's records each month-are a key control to ensure that agencies' 
and Treasury's records agree on the amount of funds spent and that remain available, as 
well as to ensure that all transactions are recorded to capture the costs of tui agency's 
activities. 

As important as these reconciliations are to all federal agencies, these are critical for 
DOD. This is because authorized transactions are often charged to DOD's appropriation 
accounts by entities not directly responsible for the arppropriations. For example, the 
Army may write a check to pay a Navy vendor and cite a Navy appropriation account. 

An effective reconciliation of DOD's and Treasury's records requires not only identifying 
differences, but researching and recording appropriate adjustments in the accounting 
systems. DOD has been unable to carry out these critical reconciliations because of 
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- at least S4 billion in differences between checks issued by DOD and reported to 
Treasury, 

- an indeterminable dollar amount of transactions in suspense accounts, which are to be 
used to hold transactions temporarily until the agency can determine the appropriate 
accounting treatment, and 

- a reported $22 billion in problem disbursements. 

Differences in Checks Issued 

DOD disbursing offices write thousands of checks daily to pay the Department's bills. 
Each month, the disbursing offices provide Treasury with an accountability report that 
shows the total amount of checks disbursed, by appropriation, for that reporting period. 
For the total reported amount of checks disbursed, offices provide Treasury with 
computer listings of individual checks written and their amounts throughout the month 
and after each month end. Treasury compares the accountability report totals to the total 
of the computer listings. Treasury also compares the individual checks on the computer 
listings to the individual checks that have been paid by the Federal Reserve System. 
Treasury reports any discrepancies to DOD for followup and correction. 

Discrepancies between DOD records and Treasury records can occur because of the 
following situations: (1) the disbursing office makes an error in the accountability report, 
(2) the computer tapes are incomplete or are not processed by Treasury, and (3) DOD's 
recorded amount for a check is different from the amount that is paid by the Federal 
Reserve. 

At September 30, 1997, DOD and Treasury records differed by more than $4 billion-$1.4 
billion for Army, $1.7 billion for Air Force, $0.7 billion for Navy, and $0.4 billion for other 
DOD components. However, this $4 billion represents only the net difference of all the 
positive and negative discrepancies that existed at year-end. For example, any errors in 
reporting on accountability reports have been offset against errors caused by submission 
of incomplete computer check listings. Although auditors were unable to determine the 
total value of the discrepancies, it is bkely to be much larger than the reported net 
amount. 

Because DOD had not performed a proper reconciliation with Treasury records, auditors 
were also unable to determine whose records needed to be acfjusted for the differences. 
While some of these discrepancies could be timing differences, others could be due to 
errors in DOD recorded amounts or result from an error by Treasury. Furthermore, until 
these differences are identified, and it is determined whose records require aefjustment, 
DOD is not recording these differences or maintairting control accounts to accumulate 
these amounts to ensure that all corrections are made. 
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Indererminahle Amounts Held in Suspense Accounts 

In addition to the cash activity discussed above which is not being properly reconciled to 
Treasury's records, DOD is not properly reconciling its suspense accounts. DOD 
maintains suspense accounts to record receipt or disbursement transactions for which it 
is either unable to determine, or has not yet attempted to determine, the correct fund or 
appropriation citation. When the disbursing office cannot identify the correct fund or 
appropriation account to provide to Treasury for a receipt or disbursement transaction, 
the transaction is placed in a suspense account in both DOD's and Treasury's records. 
These suspense accounts are to be temporary holding accounts that are quickly cleared to 
permit proper accounting. Until the individual transactions are properly recorded, DOD's 
budgetary accounts, which tell DOD the status of its available funds, and its accounting 
records, which provide information on the cost of its programs and activities as well as 
its assets and liabilities, do not include this information and are therefore inaccurate. 

At the end of fiscal year 1997, these suspense accounts totaled $769 million when 
collections and adjustments were netted against all disbursements. However, this 
significantly understates the magnitude of the problem. For example, while the Navy had 
a net balance of $464 million in suspense accounts recorded in its records, the individual 
transactions, collections as well as disbursements, totaled about $5.9 billion. As a result 
of not properly recording the $5.9 billion in transactions, the cost of individual programs 
and activities may be understated because of unprocessed disbursements, while the cost 
of other programs and activities may be overstated by the unprocessed collections. We 
have been working with DOD officials and auditors to identify actions DOD should take 
effectively address this Issue in fiscal year 1998. 

Problems in Accounting for Disbursements 

Problem disbursements is the term used to refer to specific DOD disbursements that have 
not been matched with corresponding obligations and include the suspense accounts 
previously discussed as well as unmatched disbursements, in-transit disbursements, and 
negative unliquidated obligations. * Unlike suspense accounts, other problem 
disbursement categories have been charged to a particular appropriation account in 
Treasury and in DOD's records when the disbursement is made. However, as with 
suspense accounts, these other problem disbursement categories may not be reflected in 


“Unmatched disbursements occur when disbursement transactions are received by the 
accounting station, but attempts to match them to an obligation are unsuccessful. In- 
transits are disbursements that have been reported to Treasury but have either not been 
received or have not been processed by the accounting station. Negative unliquidated 
obligations occur when disbursement transactions are received, matched to an obligation, 
and posted to the appropriation by the accounting station, but the recorded 
disbursements exceed recorded obligations. 
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the cost of DOD's programs and activities, nor properly reflected in DOD's status of funds 
because accurate accounting information beyond the appropriation is not available. While 
DOD has made progress in this area, it still faces a considerable challenge if it is to 
effectively resolve long-standing deficiencies. 

In February 1995, at the date of our 1995 High-Risk report,'' DOD reported $25 billion of 
problem disbursements. In May of the following year, DOD reported a reduction in that 
balance to $18 billion. Examining that reported balance, we issued a report in May 1997 
which showed that the balance was understated by at least $25 billion and should actually 
have been reported at over $43 billion.® This occurred primarily because DOD was not 
reporting all transactions that needed to be resolved, but instead was offsetting 
collections and adjustments against unrelated disbursements. 

In .June 1997, DOD began reporting all of its problem disbursements without those offsets. 
.\t that time, it reported a balance of over $31 billion in problem transactions. In its 
latest report, January 1998, DOD reported $22.6 billion in problem transactions. DOD's 
reports for problem disbursements show that the decrease resulted primarily from actions 
to clean up old problems. For example, as of January 31, 1998, the Navy had 
discontinued research and recorded $2.6 bilUon in obligations to reduce problem 
disbursements. 

While we have not tested DOD's January 1998 problem disbursement report, our work on 
the financial audit has raised questions about whether all problem disbursements are 
being reported. We have ongoing work in these areas to determine the extent to which 
this is occurring and the effect on the financial and budgetary reports. 

Because systems problems contribute to the volume of problem disbursements, DOD has 
identified seven technological initiatives as key elements of its efforts to improve the 
contract payment process.® However, as we reported in our May 1997 report, DOD has 
not performed the in-depth analysis necessary to fully determine the underlying causes of 
these problems and therefore identify the most effective solutions and rank specific 
reforms. As a result, as with its other initiatives, the extent to which these seven 
technology initiatives will resolve EKDD's long-standing disbursement problems is unclear. 


' High Risk Series: An Overview (GAO-HR-95-1, February 1995). 

" Financial Management: Improved Reporting Needed for DOD Problem Disbursements 
(GAO/AIMD-97-59, May 1, 1997). 

“ Financial Management: Seven DOD Initiatives That Affect the Contract Payment Pro( css 
(GAO/AIMD-98-40, January 30, 1998). 
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CRmCAI. ARKAS VU'ST RF. addressed to meet nNANCIAL REPORTING GO.US 

We and the military service auditors have made hundreds of recommendations in the last 
2 years alone to help correct DOD's long-standing financial management deficiencies. 
These recommendations have ranged from specific and detailed actions, such as system 
edits that could be implemented to prevent certain errors, to broad suggestions to 
reengineer entire segments of DOD's operations, such as developing a concept of 
operations for how the department plans to conduct its financial management operations 
now and in the future. Going forward, we believe that two key issues are critical to 
DOD's ability to achieve the wide-ranging reforms necessary to address its long-standing 
financial management deficiencies. Until DOD upgrades the skills of its financial 
personnel and successfully integrates and consolidates its information systems, the 
Department may be able to accomplish some slow incremental improvements as we have 
seen in the past, but the sweeping changes needed to ultimately resolve its long-standing 
problems will remain outside its grasp. 

Establishing a Skilled Financial Management Workforce 

One of the key issues facing DOD under the CFX) Act is the need to ensure that its 
financial management staff has the knowledge and skills required to carry out the 
Department's complex financial management operations. DOD’s challenge in this area 
has been increased by the new set of federal accounting standards and other recent 
legislative requirements, including the mandate now in place for the development of 
performance measures that will rely, in part, on financial data. These challenges have 
higlilighted the critical need for targeted technical financial and accounting related 
training to supplement the on-the-job experiences of DOD's financial managers, if DOD is 
going to have the cadre of financial managers needed to pass the test of a financial 
statement audit and comply with the CFX!) Act 

DOD estimates that it has about 32,000 financial management personnel. The Defense 
Finance and Accounting Service (DFAS), which employs about 15,000 of these individuals 
and had a fiscal year 1998 budget exceeding $1.6 billion, is primarily responsible for 
managing the accounting and finance operations of one of the nation's largest and most 
complex entities. Adding to the difficulty of carrying out financial operations in DOD is 
the continuing effort to downsize DOD. 

Because DOD did not have reliable workforce profile information (including formal 
education, professional work experience, training, and professional certifications) 
available, we conducted a recent series of studies to obtain information on key financial 
mtinagers from five DOD organizations.” Our surveys covered over 1,400 financial 


“ Financial Management Profile of DOD ComotroUer/C FO Financial Managers 
(GAO/AIMD-97-97, June 27, 1997); Financial Management: Profile of Air Force Financial 
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managers identified by DOD and military sendee officials as being their key financial 
managers. They often served as (1) comptrollers, deputy comptrollers, or budget officers 
at DOD and military service headquarters or field activities and (2) managers of 
accounting or finance operations at the DF.AS. 

Over half (53 percent) of the key DOD financial managers who responded to our surveys 
had received no financial or accounting-related training during 1995 and 1996. One in five 
respondents had received no training at all during that time. In contrast, many state 
government and private sector organizations we surveyed placed a strong emphasis on 
training as a means of upgrading workforce knowledge of current financial management, 
accounting, and reporting requirements.'' It was also noteworthy that some organizations 
set internal training requirements for their personnel, while others stressed-and 
sometimes required-professional certifications in their hiring and promotion decisions-a 
vehicle which would help ensure that personnel holding such certificates kept abreast of 
emerging financial management developments. 

In October 1997, based on its audit of the department's support operations that are 
intended to operate on a business-like basis, the DOD Inspector General reported'" 
continuing pervasive weaknesses in the personnel area, including incomplete or no 
training, insufficient management oversight, and an inability to respond to a rapidly 
changing accounting environment. The Inspector General also pointed out the critical 
linkage between training and the successful introduction and use of new accounting 
systems. In addition, the DOD Inspector General’s report documented a widespread 
failure of accounting persormel to understand basic accounting theories and principles 
that support transaction entries. 

DOD leadership has acknowledged that it needs to improve the capabilities of its financial 
managers, and DFAS is developing a program intended to identify the kinds of skills and 
developmental activities needed to improve the competencies of financial personnel. In 
addition, officials with each of the military services told us that they have implemented or 
are planning a number of programs to erthance the skills and competencies of their 


Managers (GAO/AIMD-9a4, November 28, 1997); Financial Management: Profile of Army 
Financial Managers (GAO/AIMD-98-58, February 25, 1998); and Financial Management: 
Profile of Naw and Marine Corns Financial Managers (GAO/AIMD-98-86, April 15, 1998). 
We are finalizing our audit work on the profile of DFAS financial managers. 


" Financial Management: Profile of Financial Personnel in Large Private Sector 
Corporations and State Governments (GAO/AIMD-98-34, January 2, 1998). 

'- A Status Report on the Major Accounting and Management Control Deficiencies in the 
Defense Business Operations Fund for FY 1996. Audit Report of the Office of the 
Inspector General, Department of Defense (Report No. 98-002, October 3, 1997). 


28 



335 


respective financial managers. However, DOD could enhance its plans to improve the 
professional skills of its financial managers by taking actions to ensure that (1) all critical 
competencies are addressed and applied, not just to DFAS, but to all DOD financial 
personnel, (2) financial personnel receive a minimum amount of annual financial 
management technical training, and (3) a specific curriculum to support the competencies 
is developed. 

Develonine Integrated Financial Management Systems 

In our recent report, we stated that the U.S. government has ineffective internal controls 
due in part to poorly designed financial systems. In addition, we noted that widespread 
computer control weaknesses are placing enormous amounts of federal assets at risk of 
fraud and misuse and exposing agencies' computer systems to exploitation by outside 
intruders as well as authorized users with malicious intent. Nowhere in the federal 
government are financial systems design and computer control weaknesses more 
challenging and more serious than in DOD. Furthermore, DOD's approach to dealing with 
the Year 2000 issue is seriously hampering DOD's chances of successfully meeting the 
Year 2000 deadline for mission critical systems. 

Financial Systems Design 

DOD has a vast number of financial management systems. In 1995, DOD had identified 
and reported on 249 financial management systems in its aimual financial systems 
inventory to 0MB. By 1996, that number had declined to 217 financial systems. In the 
latest report for 1997, DOD indicated a continued decline to 156 financial systems. DOD's 
performance plan has a long-term goal of reducing the number of finance systems to 9 
and, by fiscal year 2003, of reducing the number of accounting systems to no more than 
23. 

However, DOD does not identify and report on the total number of financial management 
systems it uses. Specifically, as we reported in January 1997," DOD excluded major 
financial management systems because they are generally not within the CFO 
(Comptroller) organization such as acquisition, logistics, and personnel systems. In fact, 
the Army's (CBSX) and the Air Force's (REMIS) systems which provide irdormation for 
financial reporting on a large portion of DOD's fiscal year 1997 $635.5 billion in military 
equipment, are not included in those counts. 

A comprehensive inventory of systems used to record, accumulate, classify, and report on 
DOD's financial management information is a critical step if DOD is to (1) effectively 
manage Its existing systems, (2) prioritize and coordinate efforts to correct longstanding 


" Financial Management: Comments on DFAS' Draft Federal Accounting Standafds..and 
Requirements (GAO/AIMD-97-108R, June 16, 1997). 
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financial systems deficiencies, and (3) develop a reliable, integrated financial management 
system. .\rmy and Air Force officials have indicated that they are in the process of 
identifying the "critical" systems that provide information to the finance and accounting 
systems owned and operated by DOD's accounting organization-the Defense Finance and 
Accounting Service. 

In addition to not having a complete inventory of its financial management systems, DOD 
has not documented how it conducts its financial management operations now and plans 
to in the future. A concept of operations is needed to provide the foundation upon which 
the rest of the systems planning process is built. A concept of operations is a particularly 
critical step at DOD because of the organizational complexity of its financial management 
activities. According to the DFAS September 1996 Chief Financial Officer Financial 
Management -o-Year Plan , it is estimated that the DOD financial community is reliant on 
data captured by other functional areas, such as logistics and acquisition, for about 80 
percent of the data used in its processes. Without careful planning that includes these 
other communities, system development efforts are likely to fail to meet DOD's needs. In 
recognition of this critical planning process, the 1998 Defense Authorization Act requires 
DOD to submit a concept of operations as part of a biennial financial management 
improvement plan-the first of which is to be submitted by September 30, 1998. 

Without adequate financial management systems, DOD's operations will continue to be 
burdened with costly, error prone systems that do not provide financial controls to ensure 
that DOD's assets are safeguarded, its resources appropriately used, or the cost of its 
activities accurately measured. In fact, the DOD IG recently concluded that DOD's 
financial systems did not meet the requirements of the Federal Financial Managers 
Improvement Act of 1996, DOD must, within 120 days of the DOD IG report, submit a 
remediation plan to 0MB to address these deficiencies. 

Computer Security 

Also, serious concerns exist over the security of the Department's computer systems 
containing unclassified information. In a 1996 report, which was limited in distribution 
because of the sensitive nature of the specific findings, we reported serious weaknesses 
that would allow both hackers and hundreds of thousands of legitimate users with valid 
access privileges to improperly modify, steal, inappropriately disclose, and destroy 
sensitive DOD data. That same year, we issued another report which stated that DOD 
experienced as many as 250,000 hacker attacks on its computer systems in 1995 and that 
65 percent of the attacks were successful.” Based upon our work performed for fiscal 
year 1997, these vfulnerabilities continue to exist. Specifically, computer controls do not 
provide adequate protection of significant financial applications involving personnel. 


“ Information Security: Computer Attacks at Department of Defense Pose Increasing Risks 
(GAO/AlMD-96-84, May 22, 1996). 
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payroll, disbursements, and inventory information maintained in DOD's computer systems 
WTrile DOD has corrected some weaknesses underlying our recommendations from prior 
reports-thereby improving controls-responses to the recommendations remain 
incomplete. DOD has announced its intention to develop and implement an integrated, 
comprehensive information assurance program by August 1998. 

Year 2000 


DOD relies on computer systems for virtually all aspects of its operations, including 
strategic and tactical operations, weaponry, intelligence, and security. This reliance 
extends to its business operations that support the Department including financial 
management. .Most of Defense's automated information system.s are vulnerable to ti.e 
Year 2000 problems, which is rooted in the way dates are recorded, computed, and 
transmitted in these systems.*’ Failure to successfully address the Year 2000 problem in 
time could severely degrade or disrupt any of these operations. 

DOD faces a formidable task in providing assurance that its thousands of systems will be 
compliant and that the data exchanged among these systems will be accurate. At your 
request, we have issued a number of reports on the Year 2000 activities of several DOD 
components, and our comprehensive report will be issued later this month. We are 
concerned that the Department has not made adequate progress in addressing Year 2000 
issues. While DOD has taken many positive steps to increase awareness and promote 
information sharing, it lacks key management and oversight controls to enforce good 
management practices, direct resources, and establish a good picture of overall progress 
in fixing key systems. As a result, the Department has increased its risk that errors will 
be propagated from one organization's systems to another's, that aU system interfaces will 
not be thoroughly tested, and that all components will not be prepared to carry on 
essential business and mission operations in the event of system failures. 

FUTURE PROSPECTS 

DOD has a number of financial management reform efforts planned or underway. In our 
recent report on the first-ever set of consolidated financial statements of the U.S. 
government, we noted that DOD had stated that it plaruied to complete a new accounting 
systems architecture, review its inventory accounting processes, and develop a 
departmentwide property accounting system. Also, OMB has recognized that resolving 
DOD's financial management difficulties is critical to the development of auditable 


*’For the past several decades, DOD systems have typically used two digits to represent 
the year-such as 97 representing 1997-in order to conserve electronic data storage spare 
With this format, the computer cannot distinguish the year 2000 from the year 1900. .\ny 
uncorrected system using dates to compute or generate data will produce erroneous daia 
or in some cases completely fail. 
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consolidated U S. government financial statements. .As part of the President's Budget of 
the United States Government. Fiscal Year 1999 . OMB identified, as one of its Priority 
-Management Objectives, development of 'a plan with specific milestones to obtain an 
unqualified audit opinion on Defense's financial statement. ' OiMB's continuing strong 
oversight and support of DOD's efforts to put together and implement a well thought out, 
comprehensive plan for addressing DOD's many, serious financial management challenges 
is extremely important. 

For our ptut, we will continue to work with DOD and OMB, as well as with the DOD 
Inspector General and each of the military service audit agencies, in further defining and 
identifying solutions for the many difficult financial management challenges the 
Department faces. We also plan to follow up on DOD's efforts to implement the 
numerous recommendations we have already made. For example, we have issued a 
series of reports on the factors to be considered and the data that must be available to 
meet accounting standards for Defense's environmental and disposal liabilities. Going 
forward, we plan to further evaluate Defense's property and logistical systems to 
recommend additional corrective actions to address weaknesses in accounting for major 
asset categories on the financial statements. 


In closing, Mr. Chairman, sustained congressional attention to the govemmentwide 
implementation of financial management reform legislation now in place, such as that 
provided by this hearing, will be critical to instilling expected accountability in DOD and 
other agencies across government. 

Mr. Chairman, this concludes my statement I will be glad to answer any questions you 
or the other members of the Subcommittee may have at this time. 
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Mr. Horn. Let me start out with just a simple fact. When we 
held this hearing several years ago, I would swear on 20 Bibles 
that I was told there were 49 different accounting systems in the 
Department of Defense. When I mentioned this the other day to 
the representatives in the General Accounting Office, I was told 
there were several hundred accounting systems. 

I read Inspector General Hill’s statement oh page 11. She says 
the Department of Defense’s long-run plan is to reduce accounting 
systems and cut 82 down to 15. Mr. Toye, who will be our second 
panel witness, on page 8 says, they will work to eliminate 100 ac- 
counting systems by 2003 so there will be no more than 23. 

Does anybody have the magic number of how many accounting 
systems float around that big building and its vast empire across 
the world? 

Ms. Hill. Mr. Chairman, I think that the figure we cite on page 
11 is the one for the Working Capital Funds, so it’s a subset of the 
larger figure. 

Mr. Horn. Just the working capital? 

Ms. Hill. Right. So it is a subset of the accounting systems for 
all. That particular number is for working capital funds. 

Mr. Horn. But can you give a decent guess as to how many ac- 
counting systems the Defense funds confront? 

Ms. Hill. 122, I think. 

Mr. Horn. What? 

Ms. Hill. 122. 

Mr. Horn. 122. 

Ms. Hill. It is down considerably, I think, from 197. I think Mr. 
Toye’s statement cites, I could be wrong on this, I think it cites 
156. But I think he may be including the accounting and financial 
systems. Also, some confusion exists as to whether some numbers 
are just accounting systems. 

Mr. Horn. I just want to begin with one of the obstacles here. 
You have a variety of different accounting systems. Forty-nine 
made me angry 2 years ago, and they seem to have grown like rab- 
bits, if 122 is accurate. So, obviously, we face problems on mod- 
ernization and everything else, including integration. I was glad to 
see they are on the government Federal ledger now. That’s a plus. 

Mr. Dodaro. Mr. Chairman, I think I can clear up the confusion 
on the 49. When that question was asked a couple years ago, DOD 
had reported 249 systems at that point; and it has been further 
consolidating as noted and are at the 122 or 156 now, depending 
on whether you are counting just the accounting systems or finance 
systems. 

However, a point that we’ve made is that DOD really does not 
have a good complete inventory of the financial management sys- 
tems in the Department, and that’s been an impediment in design- 
ing an overall systems architecture that can really bring together 
the feeder information throughout the Department as well as the 
core financial management systems. 

And also the point I’d make is that the standard general ledger 
issue is that that, basically, was initiated by the Department of 
Treasury over a decade ago and should have been in place. I’m glad 
to see the Department has moved in that direction now as well; 
and that was, though, reinforced by the fact that the Congress 
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passed a statute in 1996, the Federal Financial Management Im- 
provement Act, that made that a legal requirement. 

Mr. Horn. Can’t the Secretary just mandate that there be one 
system, or is anybody even working on that in Defense? I’ll ask Mr. 
Toye that, but I’d like to know what your observations are. 

Mr. Dodaro. There were some efforts to develop a single ac- 
counting system based upon a system that the Corps of Engineers 
had developed for its own operations, but the efforts to promulgate 
that throughout the Department have been stalled. There really 
isn’t, I don’t think, right now a good plan to move toward inte- 
grated systems. 

Part of the problem, and we’ve noted this in our testimony, is 
that the building block for developing integrated systems is a con- 
cept of operations with data definitions, data standards, data flows. 
That concept of operations is not in place and it needs to embrace 
not only the accounting systems but the feeder systems as well. 

The Congress required last year in the Defense appropriation bill 
that the Department develop a concept of operations and submit it 
to the Congress this September. So we’re hopeful that will be a 
good starting point for the development of a viable plan to get some 
long-term systems in place. 

I am a little concerned, though, about the imperative urgency of 
fixing and being compliant with the year 2000 problem. We have 
some concerns about the Department’s progress that they have 
made, and we’ll be submitting a separate report to you soon on that 
issue. 

Mr. Horn. Speaking of plans and your submission, I was very 
impressed by what the General Accounting Office had to say. You 
state that the Department of Defense did not report billions of dol- 
lars in costs for environmental cleanup and the disposal of various 
defense assets, including the cost of disposing of nuclear sub- 
marines estimated to range from $18 million to $61 million per 
submarine. That is one of them. That should wake up a few people 
around here. 

The cost of one Nimitz-class nuclear carrier is estimated to be at 
$807 million. This is now assuming disposal, I take it, and all the 
nuclear reactors, etc., that are involved with that and how you deal 
with that type of radiation. $807 million is the average cost, $942 
million for the first carrier, and then such a bargain, with the cost 
per ship coming down to $500 million per Nimitz carrier. The total 
projected cost to clean up and dispose of the Nimitz class, all Nim- 
itz carriers in the fleet, is roughly $5 billion to $10 billion. 

Now, we also have the cost to dispose of aircraft, including up to 
$105,000 per aircraft for demilitarization and up to $123,000 per 
aircraft for removal of hazardous materials. And, of course, every- 
body wants a new aircraft line every few years. The only thing that 
has survived around here for 30 or 40 years I think is the C-130. 
The cost to dispose of aircraft includes up to $105,000, as I said, 
for demilitarization, and $123,000 for the hazardous materials. 

Well, we move now from the Air Force and the Navy, and we 
look at the Army. Ammunition disposal for the Army is estimated 
at $1.3 billion to $2.1 billion. Then we look at training ranges, 
which everybody has. The problem of all the stuff that’s been shot 
across that range for maybe a century, in some cases, or two cen- 
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turies to clean up the unexploded ordnance. That estimate is 
roughly $20 billion. 

The cost to clean up chemical weapons, for example at the Doug 
White Proving Ground. I noticed the other day they are trying to 
ship some of the hazardous materials out of that part of Utah. The 
reported cost of $10.6 billion is understated, says the General Ac- 
counting Office, by $8.5 billion. 

What have you done to work with the Department of Defense to 
get these costs recorded and reported? 

Mr. Dodaro. I’m going to ask Ms. Jacobson to elaborate on that 
issue, Mr. Chairman. But this issue — and, to Lisa’s credit — we 
have been working very proactively with the Department to issue 
a series of reports outlining the factors that need to be considered 
in arriving at these appropriate liabilities. We’ve been working 
very closely with Ms. Hill and Mr. Lieberman in auditing the fig- 
ures, and we’ve complemented that by issuing these in-depth re- 
ports that you’re citing in there are the result of our efforts. 

Lisa. 

Mr. Horn. Ms. Jacobson, you are the Director of Defense Audits. 
How long have you been doing that? 

Ms. Jacobson. About 2 years now. 

I’d just add that we have been out in the field trying to identify 
the kinds of documentation that exists to estimate these liabilities. 
We’ve issued four reports, one on ships, ammo, missiles, and air- 
craft; and in each of those we found that there is information avail- 
able that they can use to either have estimates on certain weapon 
systems or those estimates and the methodology that they used in 
developing those, to develop estimates for the weapon systems that 
they don’t currently have estimates. So there is available informa- 
tion, and they should be able to implement it. 

The reports we issued indicated that they should have made that 
effort for 1997, and that the estimates should have been included 
in DOD’s liability. The Department indicated that it didn’t have 
adequate time to develop a policy DOD-wide to do that. 

Mr. Horn. The environment^ costs are usually the last thing 
anybody wants to project or deal with. Now, have you found the 
Department of Defense is willing to put real analysis into this and 
give us a real figure? I think a lot of these are probably out of a 
cloud, but I’m used to that. 

And my second question would be, is there any interest on the 
part of the authorization committees and the appropriations sub- 
committees in both bodies? 

Ms. Jacobson. As Gene stated, the authorization committees 
have in the past required certain estimates. 

For ammo, for example, one of the reasons that we know infor- 
mation is available is because the authorization bills have pre- 
viously asked the Department to estimate that. The estimate now 
is a little bit old, but they had developed a methodology for doing 
that. 

For all new weapons systems, there is an existing requirement 
that these costs be considered in developing those weapons systems 
and in proposing to Congress the cost of the weapons system, that 
the weapon system would include not just the acquisition but the 
full life-cycle cost, including the disposal. We are, in fact, talking 
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about more than just the environmental liability. There are other 
costs associated with disposing of these, and we’re talking about 
the full disposal liability. 

Mr. Dodaro. Also, Mr. Chairman, on the issue of the reliability 
of the estimates, that’s really the value of the financial audit proc- 
ess. That not only will DOD have to come up with those estimates, 
and we’re trying to work with them and with the Inspector Gen- 
eral’s office so that they can be auditable, but we can provide ulti- 
mately some assurance to the Congress that the estimating process 
is complete, reasonable and that the costs can be relied upon in 
making resource determinations. Also, there will be disclosure of 
when the environmental cost would come due on a time line basis 
so that it would help better inform the budget decisions that need 
to be made. 

Right now, if you don’t have that information, you’re largely just 
guesstimating about what your costs are going to be down the road. 

Mr. Horn. One last question on this, then I will yield to the gen - 
tleman from Ohio. 

Mr. Warren. 

Mr. Warren. If I could just add, the House National Security 
Committee is very interested in this area and held hearings last 
year as part of their reform package for the Department of De- 
fense. They are very cognizant that, ultimately, when these liabil- 
ities come due, they are going to be paid out of one of their ac- 
counts, principally operations and maintenance; and they are look- 
ing for ways to reduce these costs from a front-end standpoint, as 
Ms. Jacobson pointed out. So there is a very good understanding 
that these decisions that are made up front will cost us dollars in 
the future and that we need to act as wisely as we can to reduce 
them as early as we can in programs. 

Mr. Horn. I would be curious as to whether the General Ac- 
counting Office and the Inspector General have done any analysis 
of the office and the decisions in the Department of Defense that 
relate to the environmental costs on base closures. Have we done 
some studies on that, and what kind of estimates have we found 
there? My impression is that not much is happening in terms of ac- 
tual cleanup. 

I mean, some nice studies are being done, but I’d be curious what 
kind of cleanup is going on in terms of these bases, which were 
often given by a city or a county or a State to the military at the 
time of the First World War, Second World War, or Korea. And 
they said, oh, just pay us a dollar, you know, patriotism; and now 
to get it back so they can either put it into industrial use or for 
schools or whatever, maybe you can brownfield it and hope that no- 
body gets hurt. If it is a school or a neighborhood, you have got a 
serious problem. What is that adding to the environmental costs? 

Mr. Warren. We are, in fact, looking at that. Right now, the 
number stands at about $7.2 billion that has been appropriated; 
and a good portion of that has, in fact, been obligated for the clean- 
up of closing bases. 

Mr. Horn. It has been obligated? 

Mr. Warren. A good portion of it, yes, sir. 

Mr. Horn. Well, what is that? Good is half? 
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Mr. Warren. I’m talking 80 to 90 percent. I can provide you the 
precise percentage for the record. 

Mr. Horn. $7.2 billion is the figure. 

Mr. Warren. $7.2, sir, at this point. 

Mr. Horn. And 80 percent has been allocated? 

Mr. Warren. I can give the precise percentage. 

Mr. Horn. Good. I would like to have it put in the record at this 
point. 

[The information referred to follows:] 
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Table: Unliquidated Obligations and Unobligated Balances for Environmental Projects 
Through Fiscal Year 1998 (of December 31, 1997) 

Dollars in thousands 


BRAC round 

Appropriated 

amount 


Unobligated balance | 

Amount 

Percent 

Amount 

Percent 

I 

$991,747 

$122,508 

12.4 

$22,755 

2.3 

II 

1,733,407 

458,437 

26.4 

47,411 

■Bl 

IIP 

1,457,218 

339,044 

23.3 

368,266 

25.3 

III (outyears)*’ 

274,850 

N/A 

N/A 

N/A 

N/A 

IV“ 

802,271 

200,623 

25.0 

321,147 

40.0 

rv (outyears)“ 

1,992,602 

N/A 

N/A 

N/A 

N/A 

Total 

$7,252,095 

$1,120,612 

15.5 

$759,579 

10.5 


'Includes $2.1 billion appropriated in September 1997 for fiscal year 1998. 

“■Budgeted amount for fiscal year 1999. 

“Budgeted amount for fiscal years 1999, 2000, and 2001. 

Source: GAO analysis of DOD's budget submissions and financial reports on appropriation 
status. 
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Mr. Warren. But your statement regarding the early phases of 
those programs, how much money, as in the normal cleanup pro- 
grams in the active bases, was devoted to studies? We do see a 
turning of the corner at this point in time, where more funds are 
starting to move to the actual cleanup of those facilities. 

Much of this gets tied up in, as you referenced, to the actual use 
that’s going to be made of that property, once the local reuse au- 
thority decides how a particular area is going to be used; and that, 
in fact, in many cases has held up the actual cleanup decision. 

Mr. Horn. Very good. 

I yield 15 minutes to the gentleman from Ohio, Mr. Kucinich. 

Mr. Kucinich. Thank you very much, Mr. Chairman; and I want 
to thank the witnesses for being here today. 

As we know, we had the first-ever audit of the Federal Govern- 
ment’s books recently completed by the GAO and the Inspectors 
General working with the administration. It was the largest such 
audit in the history of this country, and it is important, I think, 
for the American people to know at the outset, so we can put every- 
thing in a context here, that many of our Government’s most im- 
portant agencies have received clean audit opinions, including the 
IRS, Social Security, and the Bureau of Public Debt, and other 
agencies are making progress. 

Of course, that having been said, it is important that we are here 
today to review the financial management of the Department of 
Defense. There is no other area which is more vital to this country 
than being able to defend this country. It is a charge that is as old 
as this country. Promoting the common defense is something that 
is consistent with one of the fundamental purposes of government. 

The men and women who work for the Department of Defense 
both in this country and that are stationed all over the world de- 
serve our support. I think one way in which we can support them 
is to critically analyze the information which is presented to this 
committee on the audit reports, as well as the system analysis of 
the financial management and Department of Defense. Because 
better financial management, it is clear, could save tens of billions 
of dollars. And since we are always in great debate in the Congress 
about the resources of the Federal Government, it’s critical that an 
area of our largest expenditures ought to be more carefully evalu- 
ated. 

Before I get into my questions, I must say in response to I think 
it was Ms. Hill’s remarks that it is disappointing that the Senior 
Financial Management Oversight Council has not met in more 
than a year. Because if we are looking at a problem here which in- 
volves hundreds of billions of dollars, you would think that some- 
one would be interested who would have the charge of pursuing 
some advice. And so, you know, I would hope that this Senior Fi- 
nancial Management Oversight Council is going to either be reac- 
tivated or something else put in its place. 

[The prepared statement of Hon. Dennis J. Kucinich follows:] 
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Opening Statement - Rep. Dennis J. Kucinich 
Hearing on Department of Defense Financial Management 

April 16. 1998 

Thank you Mr. Chairman, and welcome to our witnesses. The first- 
ever audit of the federal government's books was recently completed by 
the General Accounting Office, and the Inspectors General working with 
the Administration. It was the largest such audit in history ~ a truly 
monumental effort. Many of our government’s most important agencies 
have received clean audit opinions — including the IRS, the Social Security 
Administration and the Bureau of the Public Debt. Other agencies are 
making good progress and moving toward clean opinions and I believe that 
this Administration is committed to resolving decades-old problems in 
financial and asset management. 

That being said, it is clear that certain problems remain, particularly 
at the Department of Defense. This Subcommittee has been active in its 
oversight of the financial management problems at DoD, which is a good 
thing because DoD has some pretty serious problems accounting for 
assets, inventory and equipment. It has also apparently severely 
underestimated the amount of liability faced from environmental cost. 

Many of the problems cited by GAO for causing them to issue a disclaimer 
of opinion on the government-wide audit are directly linked to the 
Department of Defense. 
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I want to make clear that my comments are intended as constructive 
criticism. The Department performs a vital role in protecting our national 
security interest at home and abroad, and the men and women stationed in 
Bosnia, Korea, the Middle East and around the world deserve our full 
support and assistance. 

Better financial management by DoD could save tens of billions of 
dollars - and that's a conservative estimate. Money needed in the lean 
budgetary times at the Defense Department and elsewhere. Audit reports 
on various DoD agencies are a catalogue of horrors. Hundreds of billions 
in underbillings; 1 5 percent of inventory records wrong; hundreds of billions 
in unsupported “adjustments”; close to 10,000 contracts out of balance by 
more than a billion dollars; hundreds of billions in missing equipment and 
property. 

I am also particularly concerned with the reporting of DoD’s 
environmental liabilities. At $38.3 billion for FY 1997, those liabilities are 
materially understated - by hundreds of billions of dollars -- due to the 
Department's inability, or unwillingness, to estimate the liabilities for major 
weapons systems and ammunition. This information is vital to making 
informed procurement decisions. Its unavailability is unacceptable. 
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The financial management situation at DoD is probably the worst in the 
federal government and is the product of years of neglect. And I must say I 
am not encouraged to hear that the Senior Financial Management Oversight 
Council has not met in more than a year, or discussed compliance with the 
Chief Financial Officers Act in more than four. Leadership in improving the 
dismal record of financial management at DoD must come from the top. It is 
not clear that it is. 

Thank you Mr. Chairman. 
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Ms. Hill. I should add, Congressman, that I am told that the 
plan is twofold. First, this is part of eliminating councils and 
streamlining the various councils within the Department. Second, 
the plan is to take the function of that council and put it under 
what’s called the Defense Management Council, which of course 
has a broader mandate. 

Our position, obviously, is that the finance area has to be empha- 
sized. Whether it be emphasized as much in the Defense Manage- 
ment Council as it was in a separate council, time will tell. But, 
wherever it is, it needs to be emphasized and appropriate leader- 
ship exercised in that area. 

Mr. Kucinich. Thank you. 

As I’m reading through these reports from both the Inspector 
General for the Department of Defense as well as the statement of 
the Comptroller General’s Office, it strikes me that we have the 
kind of cold accounting prose which is instructive, certainly, but it 
doesn’t really get to some of the underlying questions which I think 
the public needs some answers on. 

So, with that in mind. I’d like to start by asking Mr. Dodaro. In 
looking at your report about deficiencies related to property, plant 
and equipment and inventories, I want to quote from it, you talk 
about an impairment of DOD’s ability to know the location and 
condition of all of its assets, including those used for deployment. 
This report, basically, says that there are weapons systems or ma- 
teriel that we don’t know where it is. Is that correct? 

Mr. Dodaro. Basically, what it says is that the Department is 
not able to generate the type of information that can provide assur- 
ance that it knows exactly where everything is located, and there 
are problems with items in transit. Probably one of the best indica- 
tions this year was the test that Ms. Hill mentioned that our offices 
jointly conducted to go to the individual logistical systems that are 
used to generate and roll up the information across at least at the 
Army and Air Force. 

It has been known, for example, in the past. Congressman, that 
the Army systems and the Air Force systems that have information 
on worldwide visibility of the assets — in other words, they are sup- 
posed to properly account for all the assets of the Army and the 
Air Force — had a number of errors in them and could not be relied 
upon. 

So we went down to the individual systems and selected about 
1,800 items in the Army, the Air Force and the Navy. Actually, the 
Army and the Air Force passed their tests, as Ms. Hill noted. But 
the Navy, which has about approximately half of all the assets in 
the Department of Defense, failed in 3 of the 11 categories and this 
had in part to do with uninstalled engines. And not only in the 
case of the Navy did they fail by one or two, they failed by large 
margins in two of these three categories. So there are problems. 

Mr. Kucinich. If I may, sir, the concept of pass-fail is interesting 
from a university standpoint. I know Mr. Horn is a professor, and 
I’ve taught at the university level. 

Mr. Horn. I grade on an absolute, as you know. 

Mr. Kucinich. I note that, and there are times when it is appro- 
priate to grade on an absolute. 
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When we’re talking about $600-and-some billion of assets, I 
think that an absolute grade is something that’s more instructive 
than pass-fail. Because the pass-fail method, while for public rela- 
tions purposes is less painful for the taxpayers, might not really re- 
veal the land of information that would be instructive. 

I would like to quote for a moment, if I may, from this report 
from Mr. Dodaro because I think it is an important report. And I 
will allow, as Ms. Hill said, we have had problems for 217 years, 
as you say, ever since the Department of Defense was created. Let 
us say that is your disclaimer. But now let us look at the internal 
workings of the Department. 

Quoting from this report, which I just did a moment ago, about 
not really knowing the location and condition of all assets, the 
Navy systems failed for 3 of the 11 categories of tested military 
equipment, active boats, which means that there are some boats I 
take it that have not been accounted for. Is that correct? OK. 

It goes on. It talks about assets which are not reflected in the 
central system, translated, can’t account for Howitzer cannons, M- 
16 rifles and cargo trucks; a missile launcher for an Avenger weap- 
on system that could not be located. This is a lightweight, high-mo- 
bile, surface-to-air missile system. It talks about a million dollars. 
Findings in the Air Force include over 200 ground launch cruise 
missiles were identified in the assignment table that were not in- 
cluded in either of the other central system data bases. 

Now you go on to say that these missiles were destroyed years 
ago as part of the treaty with the Soviet Union. But there is still 
a problem with accounting here. Twenty-five aircraft and eight 
launched cruise missiles were included in the central system inven- 
tory in assignment tables but were not in the possession tables, 
which to me seems like you do not have them because that is what 
“possession” means. And on and on. 

Mr. Dodaro, what is the quantity of the assets that you would 
estimate in terms of dollar value which cannot be located? Do we 
have a dollar value that cannot be accounted for? 

Mr. Dodaro. Basically, it’s not possible to determine that at this 
point because of the records, as indicated in our testimony and the 
reports of the Inspector General. 

Now, Ms. Hill would be able to answer. But, basically, the audit 
process has found error rates that have prevented us, and pre- 
vented the Department, from accurately reporting total amounts. 
That’s also prevented us from doing a lot of statistical sampling, 
because you don’t have good records to sample from. But it’s really 
not possible to determine exactly, I believe, the specific answer to 
your question. 

The process is intended to assure that what has been reported 
is accurate; and the records are such that they are either erro- 
neous, documentation is not there to prevent anybody from deter- 
mining exactly whether the information is correct or not. 

Mr. Kucinich. Most of my constituents own a house and a car. 
If they came home one day and the car was missing, it would be 
a big event. The car might be analogous to the budget of the De- 
partment of Defense or the materiel of the Department of Defense. 
It ought to be a big event in this Nation that military equipment 
cannot be accounted for, because it raises the spector of theft. 



356 


which you admit is a possibility, of black market sales, of powerful 
armaments, which we know is a possibility, of the arming of groups 
around the world which we end up having to fight and they have 
our own weapons, which we know has happened in the past. 

I guess the underlying question here, Mr. Chairman, is this: If 
the accounting of the Department of Defense, which is different 
from accounting in other areas because we are talking about weap- 
ons systems here, if the accounting of the Department of Defense 
is so uncertain and in some cases appears to be in shambles and 
always has been, it really raises some profound questions about the 
national defense and about how safe we are. I mean, if we do not 
know where our equipment is, what does that say about logistical 
support? What does that say about our ability to support troops in 
the field if they need something? I mean, there are implications 
here to this. 

Mr. Dodaro. Exactly, Congressman. In fact, in the Army’s case, 
and we cite this, it is called the system, which is a worldwide asset 
visibility system. When they were equipping troops in Operation 
Desert Storm, they found in some cases some of the troops got 
more equipment than what they needed and some didn’t get all the 
information available. 

The issue here is that the Defense Department can provide and 
properly equip. The question is, is it done in the most efficient 
manner and can it properly account for everything? And that’s 
where the problems come into play. But it can happen, the type of 
implications that you’re talking about. 

Mr. Kucinich. I would say this, Mr. Chairman: I had the oppor- 
tunity a few months ago to go to Bosnia and surrounding areas to 
visit troops in the field and to meet with commemders and generals. 
I was very impressed with the level of professionalism in our Army, 
very impressed. And I think it is characteristic of the professional- 
ism which we have in the Armed Services overall. The accounting 
work, which really is a support service, is something that, while 
the individual soldiers cannot worry about, does affect their exist- 
ence out there in the field. 

That is why, on the one hand, you know, the Department of De- 
fense cannot be like the weather, where everybody complains about 
it but nobody does anything about it or cannot do anjdhing about 
it. Because we are talking about a tremendous amount of resources 
dedicated in this country for defense. Add the cost of health and 
education and some other things. There are those of us in the Con- 
gress who have been debating this issue and the allocation of re- 
sources for a long time, and reports like this do not give us any 
comfort. 

There are not any real answers, in effect. You are trying to clean 
up accounting. You are trying to locate things. You are trying to 
do better. But I am just wondering, if your accounting is already 
in shambles — we already know that the year 2000 is going to bring 
a whole new set of challenges for the Department of Defense. It 
raises questions as to why you should not just, you know, scrap ev- 
erything you have and start over. Because it is not too far away 
from where you are right now, where you do not really know. 

We have a system of checks and balances here. We are helping 
to write the checks in the Congress and the DOD does not know 
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what the balance is. So this is an eye-opener, Mr. Chairman, to 
have a chance to look through this. And I commend the Chair for 
calling this hearing because the people of this country ought to 
know that while we do have a professional Army, we perhaps need 
an army of accountants to support their work in the field. 

Thank you. 

Mr. Dodaro. Congressman Kucinich, let me just add on that. 
The Inspector General’s Office and our office have made a lot of 
specific recommendations that can help in the short term, for ex- 
ample, reconciling local records with the central records. So there 
are steps that can be taken to make some headway in improving 
the integrity of the data, and we’re making recommendations to try 
to bring that about. So I just wanted to make that point. 

Mr. Kucinich. I have confidence in the people that are here, that 
you want to make it better. You have had the first-ever audit, and 
it seems like many other areas of the Government are working bet- 
ter, and it is wonderful. 

I feel that this is so big that it could cause us to just say, well, 
you know, and treat it casually. I look at this report and, if I was 
not seated in a stable chair, I would probably fall over because of 
the lack of accountability for hundreds of billions of dollars. So I 
can tell you I would rather be on this side of the mic than the side 
that you are on, and I am glad to be here with the Chair so we 
can try to find ways of improving accountability. 

Thank you. 

Mr. Horn. Well, I thank the gentleman and yield myself 15 min- 
utes now. 

Two years ago, when we found out the Department of Defense 
had $25 billion worth of something that they could not quite tie 
down, I said, “Well, what do you think happened to it?” The answer 
was, “Well, we don’t think anybody stole it. We just can’t find it.” 
We will have the Defense witness who has been working on this 
for 2 years, obviously, before us. 

But is it your observation that they have pursued this matter se- 
riously? As far as the Inspector General’s review and the General 
Accounting Office’s review, has Defense taken this as a serious 
matter? 

Because, as I listened to the fact that some units had more than 
their authorized supply, going through my mind was, boy, there 
was a good master sergeant in that unit that made sure his people 
or her people were taken care of should they be going into combat. 
And they might well have been swapping stuff all over the world, 
who knows, and fudging up the inventory book, but a lot of them 
were doing it to make sure they had enough firepower, they had 
enough logistical power, carrying power, personnel carriers, and so 
forth. 

So what is your reaction? Do you think they took us seriously 2 
years ago or do you think they said, oh, well, they will go away 
sometime? 

Mr. Dodaro. Mr. Chairman, are you referring to the problems of 
disbursements of $25 billion? 

Mr. Horn. Yes, $25 billion in the Columbus Processing Center, 
which until now I have not mentioned. The center was spewing 
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checks out all over America to the tune of millions of dollars when 
the recipients didn’t even have a contract with the government. 

Mr. Dodaro. I am going to ask Ms. Jacobson to give GAO’s view. 

Ms. Jacobson. I do think that they have taken it very seriously. 
There are a tremendous number of efforts, and in some way that 
may be a little bit of our criticism — that there hasn’t been a coordi- 
nated effort to deal with it. Every organization that has this issue 
within DOD has tried to do something within their organization, 
but those efforts haven’t been very well coordinated, so how they 
have addressed it hasn’t necessarily been that efficient. 

However, I do think that they have made progress in the area, 
but the number still stands at $22 billion, and that is because your 
$25 billion was significantly understated. They were not reporting, 
and they still do not report, all of the problem disbursements that 
do exist out there. 

Mr. Horn. Is this simply getting together the acquisition papers, 
the contracts, and the inventory, or what? 

Ms. Jacobson. No, it is a matter of a payment has been made, 
a check has been written, and now it hasn’t been matched in their 
budgetary or their accounting systems to tell them what they spent 
it for, precisely what it went to, what budgetary account Congress 
appropriated the money for that should be charged, and what they 
bought with it — weapons, inventory, or operational costs. 

Mr. Horn. Let me mention two topics, some of which are related, 
some of which aren’t. 

First on the related ones, on the environmental impact of some 
of these base closures. Around April 2, I believe the Washin^on 
Post had this sto^ called “A Dangerous American Legacy.” Subject; 
Acres of U.S. military land in Panama are littered with unexploded 
munitions. 

Here we are, we have worked out an agreement with Panama, 
they are running the canal now. But what gets me is it is a very 
bad image for the American military to withdraw from an area and 
not clean it up, and here you have little kids being blown up. 

Now, I was irritated 25 years ago at the U.S. Navy when they 
withdrew from various Pacific islands. They had not done their 
duty either, and I was then on the Civil Rights Commission and 
raised a little cain. Later I was on a foundation to try to resolve 
that problem. 

They left a lot of violence out there without even thinking about 
helping them with public health, and that outrages me as an Amer- 
ican citizen, I can tell you. 

So I have the Navy fiddling around the Pacific for heaven knows 
how many years. Decades. We took over the German mandate and 
what the Japanese had taken over. Now then we have the Army 
and these stories. In the last 20 years nearly two dozen Panama- 
nians have been killed and many others injured on and near the 
U.S. military’s free practice ranges by explosives that detonated 
after being stepped on or picked up. Panama’s foreign ministry said 
4 years ago a member of the U.S. Navy Seals was badly injured 
during maneuvers when a discarded shell exploded under his feet. 

So we have unfriendly fire there, very unfriendly fire. And have 
we looked at those at all in the Inspector General’s office as to 
what they are doing about that? 
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Ms. Hill. We haven’t looked at that particular story. We have 
on occasion looked at incidents. The most recent that I recall is 
that we looked at some problems with the Defense Reutilization 
and Marketing Service when they were disposing of surplus mili- 
tary equipment. And there were some problems out west, where 
one of those shells which supposedly had been demilitarized had 
not been demilitarized. It exploded and there was an injury. And 
so we did look at that system and whether or not there were ade- 
quate controls in making sure that that equipment really was de- 
militarized before it was, in that case sold to the public or contrac- 
tors. 

And, in fact, there were problems. There were problems with the 
coding of the demilitarization codes. We issued an audit report and 
made recommendations, and I know in that instance the Depart- 
ment was quite concerned about that because, in fact, there had 
been an injury to a non-DOD person, a civilian. 

Mr. Horn. Let me move to another example. That is today’s 
Washington Times, “Computer Hackers Could Disable Military.” 
The lead paragraph by Mr. Gertz is, ‘“Senior Pentagon leaders 
were stunned by a military exercise showing how easy it is for 
hackers to cripple U.S. military and civilian computer networks. 
According to new details of the secret exercise, using software ob- 
tained easily from hacker sites on the Internet, a group of National 
Security Agency officials could have shut down the U.S. electric 
power grid within days and rendered impotent the command and 
control elements of the U.S. Pacific Command,’ said officials famil- 
iar with the war game known as Eligible Receivers.” 

I love those Pentagon titles. It’s marvelous. 

“ ‘The attack was actually run in a 2-week period and the results 
were frightening,’ said a defense official involved in the game.” 

I am curious. Was the Inspector General’s office involved in this 
at all? 

Ms. Hill. That particular one, we were not. I will say on that 
subject that it is a very serious problem. I think DISA, the Defense 
Information Systems Agency, estimated in 1995 that there were 
250,000 attacks annually on IDOD systems, and I am told that has 
increased in the last 2 years. What is very scary about it is that 
the percent of those that are detected and reported is minuscule, 
and this is a very serious problem. It has been raised to the fore- 
front, I would say within the last year, on a couple of fronts. With- 
in our shop, our criminal investigators, the Defense Criminal In- 
vestigative Service partly for my pushing and also by their own 
recognition of this as a growing area, not only for Defense but for 
all agencies, have actually crested a unit of people who are going 
to be trained in computer intrusion cases. They in fact are working 
closely with the Defense Information Systems Agency to be there 
to detect and followup on the criminal side of these cases. 

In addition, I think you may know the Justice Department and 
the FBI is heading up what is called the National Infrastructure 
Protection Center, which is a recent innovation. It is designed, al- 
though the FBI I believe is heading it and the Justice Department 
plays a heavy role, it is going to have agency reps from many dif- 
ferent agencies and there is going to be a substantial contingent 
from the Department of Defense. Our people are working with that 
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center and they are working closely with the FBI. The whole pur- 
pose of setting that center up is to, govemmentwide, bring in infor- 
mation on computer intrusions and raise our level of expertise in 
law enforcement and on the detection and protection aspect, too. So 
there is a lot of activity right now in that area. 

My own view is you can’t have too much activity because it is a 
horribly grave problem, and it is likely to get bigger because the 
hackers you are talking about, we don’t know the extent. It is 
growing, and the scary thing is that the tools that they use to do 
this are tools that are now available to millions of people on the 
Internet, so it is a very real problem. 

Mr. Horn. Is the Department building firewalls within, so those 
internal systems cannot be accessed? 

Ms. Hill. Yes. We have done many, many audits and much work 
on this whole area of information security and technology security, 
and we have done it on very different systems. We have made rec- 
ommendations. We made recommendations on firewalls. They are 
responding to our recommendations, so there is a lot of work going 
on in that area. That is not to say that the problem is fixed, and 
I wouldn’t want to mislead you and tell you all those systems are 
secure because there are obviously major problems out there, but 
I do think the incidents that you cited have gotten people’s atten- 
tion. With the creation of the center and the FBI’s involvement, we 
are working closely with them in trying to get our own act up to 
speed in our shop. 

I can also, on a broader scale, tell you this is an issue for all of 
the Inspectors General, not just Defense. At the President’s Council 
on Integrity and Efficiency, of which I am Vice Chair, this is an 
issue that we have talked about. In fact, we just earlier this week 
had a presentation made by the FBI on their capability, and their 
wish to work closer with all of the IGs to get this problem managed 
across government, not just at DOD. 

Mr. Horn. Do we know the extent to which outside hackers have 
fiddled around with the accounting systems in the Pentagon as op- 
posed to different computing systems which are not related to ac- 
counting? 

Ms. Hill. No, we don’t. The best estimates we have are the DISA 
estimates, which are that there are a huge number of attacks 
across the board. I don’t think that they have narrowed it down to 
the type of system, but generally speaking it is a very large num- 
ber of intrusions. It is a very good-sized success rate as far as get- 
ting into the systems, and at present there is a very small detec- 
tion rate and reporting rate, which is crucial if you are going to fol- 
lowup from a prosecution standpoint. 

Mr. Horn. In this example where the National Security Agency 
tried this and was successful, the only group that they used out of 
several dozen, was the group based in the United States. They did 
catch that one somehow, but they didn’t catch the attacks from 
overseas or offshore. 

Does the General Accounting Office have any views on this? 

Mr. Dodaro. Yes, Mr. Chairman. In February 1997, we des- 
ignated computer security across the Federal Government as a 
high-risk area. In the Department of Defense, we issued two re- 
ports in 1996, one on the vulnerabilities to outside hackers. One of 
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the reasons defense is more vulnerable than a lot of other agencies 
is because it made great use of the Internet. DOD had not devel- 
oped a comprehensive security program to make sure that they 
control all and know where all of the Internet access points really 
are. 

We also issued a report that was limited to official use only of 
problems with authorized users within the Defense Department 
itself and among its contractors, which is another area of consider- 
able vulnerability. In that report, we identified about 250 specific 
weaknesses, and this is back in 1996. They have corrected about 
half of them. We are following up on those areas right now. 

But like Ms. Hill’s earlier point, the decentralized management 
structure for computer security has been a problem. Our rec- 
ommendations have been to have more of a coordinated depart- 
mentwide strategy, to train some of the users better, and to have 
an incident reporting capability so you can monitor it. This capabil- 
ity is now set up, so there is a lot that needs to be done. I agree 
wholeheartedly with Ms. Hill’s assessment that this is a very, very 
serious problem which needs vigilant attention. 

Also, the year 2000 problem has a potential to accentuate these 
vulnerabilities, because DOD will be making in a compressed time 
schedule so many changes to its computer systems that I am con- 
cerned that the security aspects of those systems concerns are 
going to be shortchanged because of the pressures to get the soft- 
ware changes in place before the year 2000. So we need to be espe- 
cially careful over the next couple of years with our computer sys- 
tems throughout the government and especially in the Defense De- 
partment. 

Mr. Horn. Well, I appreciate that statement. Let me give you an- 
other example, and then we will close this out and I will yield to 
the gentleman from Ohio. 

On March 12, 1997 in the Chicago Tribune this story appeared. 
Headline: “Wisconsin Man Guilty in Theft of Tank Equipment from 
Fort McCoy.” Lead: “A military surplus dealer was convicted Tues- 
day of masterminding the biggest theft of fighting equipment ever 
from a United States base: a $13 million heist from the Wisconsin 
Army Reserve Camp that included a tank and 17 armored person- 
nel carriers. Leo Anthony Piatz, nicknamed ‘Tanker Tony,’ was 
found guilty on all counts of conspiracy, bribery, and conversion of 
government property.” 

In brief, crime does not pay, at least with this one. 

Prosecutor said Piatz, age 37, of Hudson, used bribes, phony doc- 
uments, and six accomplices to drive off with at least 153 vehicles 
from Fort McCoy. 

Can’t you just see them sort of waving at the gate? What are 
those MPs for at the gate? Ninety-five miles northwest of Madison, 
five others charged in the scheme face trial in June. In addition to 
a Vietnam-era Sheridan tank and the personnel carriers, the stolen 
vehicles included an airport runway snowblower truck, a crane, 
and other heavy equipment. They were taken between 1994 and 
1996. 

I won’t go into ail of this, but some of it went to museums and 
some went to ski lodges. My question is, you look at CIA and Ames. 
A lot of cash was going to him for what he was giving in secrets. 
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Does anybody do checks on some of the people involved with logis- 
tics, inventory, or warehousing? Has anybody looked to see if they 
are living in a 17-bedroom home somewhere, or what? What is the 
Pentagon’s approach on that one? 

Ms. Hill. Well, that case I am very familiar with because — actu- 
ally that case was done by our Defense Criminal Investigative 
Service, along with the FBI. It was a joint criminal investigation. 

As far as looking — and you are right. As I recall the facts of that 
case, it was really a bribery. They were basically paying off to get 
access to that equipment. 

Looking at individuals — whether a person is living beyond their 
means, that sort of thing generally comes into play in the security 
clearance area. That is an issue that they usually focus on during 
security clearance background investigations, reinvestigations, that 
sort of thing. 

I do not know offhand what types of clearances these individuals 
in that case had. It would really depend on the clearance level. If 
it was a lower-level employee that probably had no access to any 
classified information, my guess is they probably don’t keep a run- 
ning track of that, other than colleagues that the person works 
being surprised if they see something odd and that sort of thing. 
And, of course, we do run the hotline at Defense, and sometimes 
we do get tips that come through the hotline from people working 
with individuals who see something suspicious. But the real fo- 
cused review of a person’s financial status comes in the security 
clearance background checks. 

Mr. Lieberman. I might add. Senator McCain has had us looking 
intensively at the controls in the disposal system for the last 2 
years. There is a body of products on that subject. 

Essentially this is an area that is extremely difficult to eliminate 
fraud in. There is always going to be a risk because of its very na- 
ture, but I think we have essentially good controls in place. 

The problem is getting everyone to comply with the procedures 
that are in place, and you are going to have some leakage out of 
the system from time to time. This particular case, I guess, is con- 
sidered a success story because the culprits were identified, and we 
do have a lot of criminal investigative activity coming out of the 
disposal process. There have been quite a few indictments and con- 
victions over the last several years. 

Ms. Hill. That is a growing area of activity for DCIS, and mostly 
it is fraud and diversion of surplus equipment and that sort of 
thing. 

Mr. Horn. Has GAO done any review on this in terms of inven- 
tory control, regardless of whether it is at the Pentagon — we can 
look at GSA, they have huge inventories around the United 
States — as to whether some of the stuff is just missing? 

Mr. Warren. We have generally looked at theft cases over the 
years, and I would echo what has already been said on this issue. 
It is a very difficult issue because the system is dependent — it is 
highly decentralized first to the local bases and activities, and it is 
dependent on the set of controls that are in place; and, further- 
more, dependent on the group of people that are in fact administer- 
ing those controls to do the right thing, so it becomes a very dif- 
ficult process to identify. 
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We have been most successful in going in and taking a look and 
doing in essence compliance reviews to find out if that is occurring. 
Where we become disappointed is typically when we do that type 
of thing, we find that the set of controls that are in place are not 
being followed. A good example is in the Marine Corps where last 
October the property book office that was controlling equipment 
that was going to the training ranges had properly signed it out 
and did all of the things that they were supposed to do to provide 
it to the troops. However, when the folks got to the ranges, instead 
of expending that material they just kept it and walked off the 
base with it. 

There was a control in place. Somebody was supposed to be 
checking at the range to make sure that that didn’t happen. So you 
had a breakdown in controls and the material was lost. 

The point that I want to go with which I think has been made 
earlier, is that there has got to be a top-to-bottom commitment of 
leadership. This is from the civilian to the military chain, to en- 
force these controls in a highly decentralized system if it is going 
to work, and there is no substitute for that. 

Mr. Horn. Well, do you feel that we have that leadership? Do 
you feel that things are beginning to happen? 

Mr. Warren. I am most familiar with the Army. The Army had 
some severe problems several years ago. I think they put in a very 
effective program to make that happen, and I think it bore some 
very good results. I am not so sure that is occurring across the 
other services as well. 

Mr. Dodaro. The basic tie-in back to the financial audit and the 
look at controls is that audit focuses on the basic checks and bal- 
ances. Does the inventory match the records? Do the property 
books match the central system so you have that type of check and 
balance in place? And what the Inspector General’s office found is 
that overall checks and balances are not working properly, and 
then you have the sort of subset of controls at individual locations 
that we are talking about of a decentralized nature. But until you 
get that whole control structure operating effectively, you don’t 
have an efficient way to do this year in and year out, and that is 
the value of the audits. 

If you are totally relying on tips from people, you are never going 
to be able to prevent it. And part of the effort in the financial audit 
is to identify ways to prevent these things from happening and to 
provide that sort of discipline year in and year out to have the 
proper control systems in place and follow them, and I agree with 
all of the comments that have been made. Typically at DOD, the 
policies are there. It is the application and the follow-through to 
ensure that they are being complied with that is really where the 
breakdown occurs. 

Mr. Horn. I remember when we had State auditors, system audi- 
tors, and all of the rest in the university system. Our chief auditor 
had some good advice. He said those people that never take a vaca- 
tion, have them take a vacation. And it is amazing. He cited nu- 
merous examples in another university system in a State that will 
go nameless, but one of the top officials in the university was si- 
phoning off bails of hay to his ranch; and somebody sat in the desk 
and said, that is an interesting bill, I wonder what that is about. 



364 


and they got him. There are a lot of ways to get people here, and 
I just wonder if you feel that we are proceeding in some logical way 
to check whether we have had major losses? 

Mr. Dodaro. Clearly there needs to be more commitment to get 
the broad checks and balances in place so DOD can pass the test 
of an audit. Until you do that, you are really not going to know at 
the highest level that you have the entire system of controls in 
place. 

Mr. Horn. I yield 20 minutes to my colleague. I have gone past 
my red light so if he has that many questions, go to it. 

Mr. Kucinich. I will say that it would be fine with me to listen 
to the Chair’s questions for another 20 minutes, because I have 
been getting an education just following your presentation and I 
am glad to be here on this committee to participate with you. 

I want to return to quoting from the report of Mr. Dodaro, be- 
cause I think that it helps to continue to focus us on the challenge 
so that we give this the proper gravity, respect the moment of this 
discussion. Quoting from the report; “As discussed in our recent re- 
port on fiscal year 1997, consolidated financial statements of the 
Federal Government, one of the world’s largest holders of physical 
assets, does not have accurate information about the amount of as- 
sets held to support its domestic and global operations. Hundreds 
of billions of dollars of the more than $1.2 trillion of these reported 
assets are not adequately supported by financial and/or logistical 
records.” 

Quoting further from the report with respect to military equip- 
ment accountability and visibility: “DOD, Department of Defense’s 
investment in military weapon systems represents an estimated 
$635 billion of the Federal (^vemment’s total property, plant and 
equipment, reported at about $1 trillion. Accountability over these 
critical assets entails knowing for each asset category how many 
exist, where they are located, and their value. Overall, the auditors 
found that the Department of Defense’s logistical systems could not 
be relied upon to provide this basic information.” 

Under the section Inventory Cannot be Verified: “Department of 
Defense inventory includes ammunition (such as machine gun car- 
tridges, rocket motors, and grenades), consumables (such as cloth- 
ing, boats, and medical supplies), stockpile materials (such as in- 
dustrial diamonds, rubber, and tungsten), and repairable items 
(such as navigational computers, landing gear, and hydraulic 
pumps). Department of Defense’s inability to effectively account for 
and control its reported $170 billion investment in inventories has 
been an ongoing area of major concern.” 

I just wanted to read that for emphasis so that we have an un- 
derstanding of the parameters of the challenge which is before us. 
It is also a challenge to maintain the confidence of the American 
taxpayers, who yesterday celebrated their yearly anniversary en- 
counter with the Internal Revenue Service. Today we talk about 
how the bulk of their treasury is being used. It does not provide 
any comfort, I am sure, to taxpayers to know that many serious 
questions remain about accounting for substantial expenditures. 

Mr. Dodaro, earlier we were talking about not being able to lo- 
cate certain equipment. Have there been any audit findings about 
equipment that eventually was located, the findings of which are 
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now classified in terms of equipment that found its way into any 
particular hands that the government isn’t talking about? 

Mr. Dodaro. Let me ask, Dave, do you know? 

Mr. Warren. You mean in terms of items that might have been 
diverted to 

Mr. Kucinich. Has the CIA ever been involved in followup in de- 
termining audit? 

Mr. Warren. The answer would be yes, but I couldn’t go any fur- 
ther in an unclassified 

Mr. Kucinich. You answered my question by saying yes. 

Mr. Horn. If I might check, what I heard the gentleman asking 
was if there had been a situation such as he described and these 
people had been caught, was that case then classified. 

Now, we didn’t say it was in a classified relationship there where 
CIA, Army Intelligence, whoever was involved, but where some- 
body was just trying to keep the outcome of that case — which 
doesn’t tell us a thing about any intelligence operation — but were 
they trying to cover up the fact that we have these problems? 

Mr. Warren. No. 

Mr. Horn. I will give you an analogy. University libraries. There 
are people that steal rare books all the time. The attitude had been 
20 years ago, don’t ever report it. Well, that is just plain wrong. 
Once you reported it, you got a lot of help from a lot of people try- 
ing to say, “hey, these are your books and they are worth $200,000 
or $100,000.” But they had sort of this code of silence. And the way 
that I am listening to the question: Is there anything where you 
people have exposed something, where this is now classified, so no- 
body can look at it unless they have a top secret clearance or some- 
thing? 

Mr. Warren. My answer would be no. The cases that I am famil- 
iar with I think were classified for appropriate reasons and re- 
ported to the appropriate committees that have jurisdiction in that 
area. 

Mr. Kucinich. What are the appropriate reasons for classifying 
as a result of audit findings? 

Mr. Warren. They have national security implications. 

Mr. Kucinich. Let’s follow this, Mr. Chairman, and I am grateful 
for your colloquy, because you have been doing this longer than I 
have and it is good to have your experience. I just want to follow 
this. 

The audit findings in which the CIA perhaps has been involved 
in tracking down information subsequently become classified? 

Mr. Warren. In the cases that I am aware of, yes. 

Mr. Kucinich. Yes or no? 

Mr. Warren. Yes, they were classified. 

Mr. Kucinich. And the reason is for national security purposes? 

Mr. Warren. Yes, sir. 

Mr. Kucinich. OK, now we are getting somewhere. So what that 
means in drawing out the implications — and kind of confirming 
what Mr. Dodaro answered earlier — that there are instances when 
weapons or weapon systems — we don’t know which because we are 
talking about something that is classified here — got out of the con- 
trol of the United States because if the CIA is involved, since their 
charge is not domestic, it is foreign, and became under the control 
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of some elements not connected with the United States, presum- 
ably. 

This has foreign policy implications and your work here — it is 
very important and much appreciated. We have to look to the im- 
plications of what we are finding out here. If you have poor ac- 
counting systems, it raises questions about logistics and our ability 
to support the mission of our Armed Services, both domestically 
and globally. 

You have weapons systems — or weapons which have been miss- 
ing, and you have just said that the CIA was involved. The implica- 
tions of that would be that certain material from the Department 
of Defense has fallen into the hands of people who might not nec- 
essarily be friendly to the United States of America. 

I think this would give all of us a certain amount of pause, and 
again I respect the fact that you can only say so much because 
there are some — ^there is some information classified here. 

Mr. Dodaro, do you have other reports available which can trace 
a weapons system or a major weapon that went from procurement, 
wasn’t received or in possession, and then found its way out of the 
country? Do you keep a list about these things? Do you track these 
things? 

Mr. Dodaro. I do not know the answer to that question. I would 
have to 

Mr. Kucinich. Is there anybody who knows the answer to that 
question? 

Ms. Hill. I am not aware of the instances they are referring to 
so 

Mr. Kucinich. Is that in your bailiwick to answer that question? 
Are you qualified to say that you are not aware, based on that 
question? 

Ms. Hill. I am certainly not aware of everything that happens 
in the Department of Defense. 

Mr. Kucinich. That is established from everyone here, but that 
is not my point. 

Mr. Horn. If I might, I think this is a pertinent time to ask what 
are the various Inspectors General of the various services doing? 
Do they primarily handle these cases and is there coordination 
with your office? Are you aware of their closure on particular 
cases? 

Ms. Hill. We work closely with the service IGs. They have a 
slightly different mission than we do. They work with us on a num- 
ber of different issues; for example, whistleblowers’ reprisal cases. 
We keep in contact with them on senior official investigations. We 
don’t keep in contact with them on everything that they do, cer- 
tainly. 

If the Congressman is talking about a criminal investigation, if 
there was some information that a weapon system had been di- 
verted to a foreign country and that there was a criminal investiga- 
tion on, our criminal investigative people would be involved with 
that or the FBI would be. 

All I am saying is, I am not aware of any audit reports that be- 
came classified where the reason that they were classified was be- 
cause there had been a diversion of some weapon system that went 
overseas or out of the country and was lost. That sort of thing. 
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I don’t want to leave the impression that we were aware of such 
a thing, because I am not. 

Mr. Lieberman. We see all audit reports done in Defense, and 
in the last 10 years I have never seen one that followed that sce- 
nario. 

Mr. Kucinich. Are you aware of the CIA doing followup on au- 
diting of 

Mr. Lieberman. No, sir. 

Mr. Kucinich. Mr. Warren said that you are; is that correct? 

Mr. Warren. I thought the question to me was, was I aware of 
any instances, and my answer was yes. 

Mr. Kucinich. Mr. Warren 

Mr. Warren. This was through GAO’s work. 

Mr. Kucinich. I understand. I don’t want to get the bureaucracy 
pitted against each other here. I am looking for the truth of the 
matter. You might not be aware, but someone is. 

Ms. Hill. I am not saying that, because we are not aware it 
doesn’t exist. 

Mr. Kucinich. Thank you. If someone is aware, you may just not 
know? 

Ms. Hill. That is certainly possible. 

Mr. Kucinich. That doesn’t mean that it didn’t happen. I just 
want to establish that for the record because I am particularly con- 
cerned to know not only that we have accounting problems in the 
Department of Defense which could result in weapons being stolen 
or diverted to a black market, but also I am interested in the for- 
eign policy implications of what happens if weapons are diverted. 
And since the Central Intelligence Agency must know something 
about this, they probably would be the ones most appropriately to 
question about it. And it goes beyond the scope of this particular 
hearing; however, it comes up in this hearing because we are talk- 
ing about accounting. So I am 

Mr. Warren. There are annual summary reports, as I under- 
stand from the Defense Investigative Services, dealing with theft of 
military inventory, and data is available on a regular basis in 
terms of the number of thefts that have been reported and in fact 
they are being pursued on an annual basis, so that information, I 
think, is routinely available. 

Mr. Lieberman. Yes; and there is information available on items 
that ended up in foreign countries. But your specific question went 
to U.S. intelligence agency involvement? 

Mr. Kucinich. Exactly; because that has a different meaning. 
That is just about what ends up in different countries. Contractors 
all over the globe, contractors could hold on to material and never 
report it, and since you have $90 billion involving contractors and 
accounting discussions, you know what I am tailing about, and I 
just wanted to make sure that we brought this forward on the pub- 
lic record. 

I just have a couple more questions here. To Inspector General 
Hill, according to your testimony. Department of Defense made a 
number of very substantial unsupported adjustments in its books, 
hundreds of billions of dollars worth. Tell us what an adjustment 
is. What do you mean by adjustment? 
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Ms. Hill. Well, it means that the figure — in other words, they 
are matching up accounts. DFAS, the Defense Finance and Ac- 
counting Service has several centers throughout the country and 
they do most of the accounting for the Department. It goes through 
DFAS, much of it, and they would be trying to reconcile accounts. 
I think the one example we cited was the Air Force general ledger. 
The Air Force books, the Air Force accounting, with the accounting 
that they have on the appropriation accounts. And in order to make 
those match, they will make adjustments up or down. In other 
words, an adjustment could be a plus-up or a decrease in the fig- 
ure. 

Some of the figures we give you are large, run in the billions. 
That is the total figure of the adjustments, plus and minus, that 
they have made to those accounts over the course of whatever time 
period we reference. 

Mr. Lieberman. What we are trying to show is how poor the flow 
of information is. There should be minimal changes necessary 
when the financial statements are put together, but our systems 
don’t talk to each other very well. Therefore you have all of these 
errors that are corrected, in some cases several times over, back 
and forth, trying to get the same lines to reconcile properly. 

Mr. Kucinich. Going back to Ms. Hill, you spoke in your testi- 
mony about the Defense Finance Accounting Services? 

Ms. Hill. Right. 

Mr. Kucinich. You have supporting documentation for adjust- 
ments totaling about $217 billion. What does that mean? 

Ms. Hill. When we went in and looked at the adjustments that 
were made, they were making adjustments because the figures 
weren’t matching, and that indicates poor information. We re- 
viewed the adjustments and what was the justification for the ad- 
justment, why did they make it. We couldn’t find supporting docu- 
mentation to convince us that it was a valid adjustment; in other 
words, to support the fact that they either plussed it up or de- 
creased it. It all goes back to poor information. They have very, 
very poor information. 

Mr. Kucinich. I understand that. 

Now, I think you mentioned that a third of your staff will be en- 
gaged in CFO Act audits by the year 2002. 

Ms. Hill. Right. 

Mr. Kucinich. Could you give us a summary of your budget and 
the downsizing trend your office is facing? 

Ms. Hill. The OIG of Defense covers more than audits. We also 
have criminal investigations, administrative investigations, and 
policy responsibilities on criminal investigations and audits. We 
have been undergoing a program budget reduction. We will be de- 
creasing by about 37 percent in personnel from the year 1995 to 
2001. 

Right now, I think we are at about 1,270 and we will end up 
with about 1,059 people in the year 2001. Regarding the pre- 
dictions on the CFO, obviously as we downsize, we don’t want to 
give up the quality of what we do, so we are instead going to be 
doing less of what we do. We are trying to keep to our core func- 
tions. 
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When we look at what we have to cut, we cannot cut our CFO 
work because it is statutorily mandated. That is going to take a 
bigger chunk of resources, which is going to leave us with less re- 
sources to do risk assessments and many other things: manage- 
ment requests, congressional requests, et cetera. So it is going to 
have an impact on our ability to cover some other high-risk areas 
in the Department. 

Mr. KuciNiCH. Years ago, I remember looking at cartoon pictures 
which would ask you to identify 10 things wrong with this picture. 

Today you presented us with a picture of massive inability of the 
Department of Defense to adequately account for hundreds of bil- 
lions of dollars in assets. We learned of hackers who — in 1995 I be- 
lieve it was over 250,000 passes were made at the computer sys- 
tem, some of which have the ability to rearrange data. We are look- 
ing at the year 2000 and the implications of the impact on the com- 
puter systems and the information in those systems if the systems 
were perfect, which they are not. 

On top of that, Mr. Chairman, we are now hearing testimony 
that one of the agencies charged with the authority to let the 
American people know what is going on is facing a reduction in 
their budget. I think that based on the testimony we have had here 
today, such a reduction is not only not warranted but it is against 
the interest of the American taxpayers, because if we know that we 
are right on the threshold of breaking through and finally attack- 
ing what has been a centuries-old mess of Department of Defense 
accounting, it seems the last thing that we would be doing is to at- 
tack one of the offices which can protect the resources of the Amer- 
ican taxpayers. 

So that having been said, I think that it is appropriate for mem- 
bers of this committee to take that up with the administration as 
well as with the relevant congressional authorizing committees to 
discuss this information which we have had brought to us today. 

I thank you very much for your indulgence, Mr. Chairman. I 
thank the witnesses, too. 

Mr. Horn. I thank you. It was a very useful series of questions. 
I didn’t get into a lot of nitty-gritty, Mr. Dodaro, that is in your 
report, but it is rather fascinating in terms of the duplicate records 
for the helicopters, the various missiles which it says here on page 
10 of the dr^t, “Over 200 ground-launched cruise missiles were 
identified in the assignment table that were not included in either 
of the other central system data bases. According to the system 
program office, these missiles were destroyed years ago as part of 
the treaty with the Soviet Union.” 

You are saying until you called their attention to it, they hadn’t 
figured out where they were or if they even existed and then they 
tracked it down? What was the story on that? 

Ms. Jacobson. What we did was a computer match of those 
three tables which are in that system, and one of those tables was 
inaccurate. 

Now, there are 1,700 users of that system, and which tables and 
how they use them, we are not clear. But we felt that the informa- 
tion should be consistent and accurate in all three of them because 
somebody may be looking to that particular table to identify where 
these things were and not know that they no longer existed. It is 
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highly unlikely, I would say in this case, that they didn’t know that 
those had been destroyed, but it was just an example of one of the 
items that we found. 

Mr. Dodaro. Basically the answer is that the data in the sys- 
tems is inaccurate, and until we do these types of analysis it is not 
fixed in the records. The same thing is true in some of those cat- 
egories where we found the Navy did not find things; things were 
disposed of years earlier but were still carried on the books as 
available assets. And there are other items that the Inspector Gen- 
eral and the audit services have found that are in existence, that 
are not on the books, so you have the problem in both directions. 

Mr. Horn. You cited the example of a unit that had more equip- 
ment than they thought they had, based on analysis of what was 
in the system. 

Now, were there any of those units that were ever sent into com- 
bat or any type of duty where they suddenly realized they didn’t 
have X number of tanks that the system said it had? 

Mr. Dodaro. I was quoting a “lessons learned” report done by 
the Army after the operation Desert Storm exercise, so they were 
looking at that and developing a set of observations based upon 
how that deployment worked. So that was actually an analysis, 
after the fact, of how troops were supported. 

Ms. Jacobson. I would just add that is not the basis — this visi- 
bility system is not used for that particular purpose of deployment. 
It is used to support deployed units and to provide them with the 
supplies that they need, but they have other readiness factors and 
systems that they use to determine whether a unit has its equip- 
ment and is ready for deployment. It wouldn’t be this system, just 
so people don’t get alarmed. 

Mr. Horn. That is what I am curious about. Did they get into 
the Gulf and not have the proper equipment that all the charts 
said they did have? 

Ms. Jacobson. This “lessons learned” report is really going in 
the opposite direction; that, because they couldn’t rely on the sys- 
tem to tell them exactly what they had, they were pushing a lot 
more supplies to the units than perhaps they needed, and that was 
to the detriment of the units that remained behind. There is only 
a limited amount of resources, and with all of it going to the thea- 
ter, the units that were here were not getting what they needed to 
keep them fully up to 

Mr. Horn. The ready. 

Ms. Jacobson. Yes. 

Mr. Horn. Does my colleague have any further questions? 

Mr. Kucinich. No. 

Mr. Horn. I think it is about time we brought in the representa- 
tives from the Department of Defense. So I thank you all, and 
maybe one or two of your staff should stay just in case we have 
a question. 

Ms. Hill. Thank you, Mr. Chairman. 

Mr. Horn. So if Mr. Toye will come forward. 

Nelson Toye is the Deputy Chief Financial Officer of the Depart- 
ment of Defense and he will be accompanied by Eleanor Spector, 
Director of Defense Procurement. 

[Witnesses sworn.] 
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Mr. Horn. The clerk will note that both witnesses took the oath 
and afTirmed it. 

STATEMENT OF NELSON TOYE, DEPUTY CHIEF FINANCIAL OF- 
FICER, DEPARTMENT OF DEFENSE, ACCOMPANIED BY ELEA- 
NOR SPECTOR, DIRECTOR OF DEFENSE PROCUREMENT 

Mr. Horn. Mr. Toye and Ms. Spector, I assume that you have 
been listening to the discussion. 

Mr. Toye. Yes, sir. 

Mr. Horn. Let’s start with a question and then we will have you 
go through your statement. Is there anything that comes to mind 
of what you heard this morning that you would like to straighten 
out right now? 

Mr. Toye. Yes, sir. Mr. Chairman, I have heard a lot this morn- 
ing and there has been a lot in recent GAO and IG reports about 
DOD’s financial management. And I am not going to say that our 
financial management records are as clean as we would like them 
to be, however, I think it is important to understand some of the 
details, because without understanding the details, the character- 
ization of the problems is seen in a much different light. 

For example, when we talk about billions of dollars of adjust- 
ments in financial records, in most instances what we are talking 
about is property records that are not maintained in DOD’s finan- 
cial management systems; instead, they are maintained in logistic 
systems. So when it comes time to do financial statements, these 
adjustments are merely the entering of information into the finan- 
cial systems in order to enable them to produce the financial state- 
ments. 

For example, real property at Fort Hood may not be in DOD’s fi- 
nancial records. Instead, they are in logistics records. So that infor- 
mation would need to be entered into the financial system at the 
end of the year to do the financial statements. 

Those adjustments can involve hundreds of millions and in some 
instances billions of dollars, and so we need to properly character- 
ize many of those so-called adjustments. Additionally, some of the 
other examples that were given this morning with regard to prop- 
erty or inventory items are really a reflection of the paperwork not 
keeping pace in a number of instances with the physical movement 
of property from one location to another. 

This is not to imply that the Department does not have good in- 
formation, does not know where its property and its equipment is 
located. It does mean, however, in some instances, that our prop- 
erty records are simply not up to date. In part, this is similar to 
an example that I think was given this morning about an auto- 
mobile. Somebody asked you about your automobile and it is sitting 
out in the driveway and you know it is yours and you’ve had it for 
10 years and it has your license plate on it, but the auditors come 
in and they ask you to produce a registration and you cannot 
produce that registration. Maybe it is upstairs, maybe it has fallen 
out of your wallet, and you cannot produce the registration so you 
cannot convince the auditors that that automobile is yours. But 
that does not mean that you’ve lost control of the automobile; what 
it means is that there is a documentation problem that needs to 
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be resolved, and that is the case with many of the property issues 
that have been cited in recent audit reports. 

Mr. Horn. OK. Do you want to make your statement, give us the 
overall view of it? 

Mr. Toye. Yes, Mr. Chairman, if I may, I have a very short state- 
ment that I would like to make. 

First of all, I would like to say that it is a pleasure to appear 
here today to discuss with this committee DOD’s financial manage- 
ment operations. 

Mr. Horn. You recall that you are under oath when you say that. 
[Laughter.] 

Mr. Toye. Thank you, Mr. Chairman. 

Mr. Chairman, the Department is in the process of undertaking 
the most comprehensive reform of financial management systems 
and practices in the Department’s history. Progress has been sub- 
stantial, but much more work lies ahead. In 1994 the Department’s 
financial management operations were conducted at over 330 field 
installations or sites. Since then, the Department has consolidated 
its financial operations into 5 centers and 21 operating locations. 

In the process, the Department has been able to eliminate redun- 
dancy, eliminate unnecessary management layers, facilitate stand- 
ardization of information, improve the accuracy and timeliness of 
its financial operations, increase productivity, and realize consider- 
able savings. 

The Department also has eliminated and will continue to elimi- 
nate, outdated financial management systems. The Department 
currently has 156 finance and accounting systems compared to 324 
such systems in 1991. The long-term goal is to reduce the number 
of DOD finance and accounting systems to about 32. 

Simultaneously, the Department also has been improving the re- 
maining systems to make them capable of providing more accurate 
and timely financial management information that will better per- 
mit the Department to produce auditable financial statements. 
However, during the past few years, additional accounting require- 
ments have been imposed on all Federal agencies, including the 
Department of Defense. This is equivalent to moving the goal line 
during the course of the game. 

These new requirements necessitate even more substantial 
changes to the Department’s financial management operations, 
processes, and systems. The Department is implementing the re- 
quired changes, but progress is slow. In part, this is because of the 
size and the diversity of the Department of Defense. There is no 
other organization in the Nation, perhaps in the world, which is as 
large and diverse as the Department of Defense. 

The Department operates in excess of 100,000 weapon system 
platforms. It maintains over 500 bases in approximately 150 coun- 
tries and territories throughout the world. It employs over 2 mil- 
lion active duty and Reserve and Guard military personnel, as well 
as over 700,000 civilian employees. The size of the Department’s 
three major components, the Army, the Navy, and the Air Force, 
dwarfs the largest organization in the private sector as well as 
most other Federal agencies. 

In addition to the Department’s direct warfighting capabilities, 
the Department also maintains and operates many related support 
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functions. These include a large number of hospitals and health 
care facilities, a number of shipyards and other depot maintenance 
facilities, numerous research and development laboratories, exten- 
sive transportation capabilities, as well as numerous other func- 
tions. And of course the Department’s direct military capabilities as 
well as the many related functions, support functions, have to be 
maintained in top operating condition 24 hours a day, 365 days a 
year in a global environment. 

What is most important to the Department is the ability to re- 
spond and, when necessary, to respond quickly an 3 ^here in the 
world with sufficient force to counter events which may threaten 
the Nation’s security. 

Mr. Chairman, I am an accountant. I have spent much of my ca- 
reer working to improve the Department’s financial management 
processes. Sound financial management principles are important to 
me, but I recognize and I believe that others recognize also that the 
primary mission of the Department of Defense is to be able to re- 
spond with sufficient force in sufficient time to protect the Nation’s 
interest. The Department performs that mission very well. 

The ability to prepare sound financial statements is also impor- 
tant, but it is secondary to protecting the security of the Nation. 
I hope that this committee and the American public will weigh the 
relative importance of a strong military force that can be deployed 
rapidly to destinations throughout the world against the ability of 
the Department to provide receipts for property that may have 
been purchased 20, 30, 40, or 50 or more years ago. 

Before I conclude my opening statement, let me begin by counter- 
ing what I believe to be an inaccurate impression that might have 
been created during testimony earlier this morning. 

Many of the examples cited by the GAO reflect paper work that 
might not always keep pace with the physical movement of prop- 
erty, as 1 mentioned earlier. Despite the impression that may have 
been created, the Department does have control of its assets and 
is prepared to apply those assets when and where needed, and the 
Department does have the information that it needs to make sound 
business decisions. I’d be happy to address these and other issues 
further. 

Mr. Chairman, this concludes my opening statement. I will be 
happy to answer any questions you or other members of the sub- 
committee may have. Thank you. 

[The prepared statement of Mr. Toye follows:] 
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Mr. Chairman and Members of the Committee 

Thank you for the opportunity to appear before this committee to discuss financial 
management within the Department of Defense (DoD). Improvement of the 
Department’s financial management is a top priority. DoD leaders have undertaken the 
most comprehensive reform of financial management systems and practices in DoD 
history. Progress has been substantial, but much more work still lies ahead. 

The Department’s financial management reforms aim to streamline and redesign DoD 
financial processes in order to make them optimally effective and to reduce costs. 
Reforms also seek to ensure that DoD financial management fulfills the needs of its 
leaders, satisfies statutory requirements, minimizes the potential for fraud, and provides 
superior customer service. 

Today, I want to address general DoD Financial Management Reform, Auditable 
Financial Statements, Problem Disbursements, and then provide a progress report on our 
various financial management reform efforts. Additionally, 1 want to highlight how the 
Department is moving to strengthen its internal controls, and how DoD is adopting best 
business practices. 


DOD FINANCIAL MANAGEMENT REFORM 

Financial management in the DoD is a work-in-progress designed to fulfill the needs of 
its leaders, meet statutory requirements, maximize efficiency, minimize fraud, and to 
provide superlative customer services. There have been notable successes, but progress is 
slow in some areas. It is impossible to reverse decades-old problems overnight and some 
reforms will require several years of transition, reengineering, and modernization. 

In moving ahead, DoD financial management reform must accommodate two 
unavoidable constraints. First, the Department cannot halt its financial operations while 
it fixes outdated business practices and flawed systems. Every day, the Department must 
manage payrolls, process payments, and produce financial reports. These daily operating 
requirements impose a practical consideration on all plans for changing systems and 
business practices. 

A second constraint is that lasting reform demands consensus and collaboration. Few 
solutions rest exclusively within the jurisdiction of the financial management community. 
The development of an infrastructure capable of providing accurate and reliable financial 
management information and achieving auditable financial statements is essential to the 
Department. Such an infrastructure must be built around the integration and transfer of 
financial information between financial systems as well as between “nonfinancial feeder” 
systems and financial systems. The acheivement of such an infrastructure is essential if 
the Department is to enhance the sharing of information and avoid redundant and 
sometimes conflicting data. The DoD financial community must play a key leadership 
role in developing this infrastructure. 
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DoD’s current leadership is committed to making financial management reform a 
hallmark of its stewardship. Progress to date has been substantial, and the Department is 
determined to complete this historically significant challenge. 

AUDITABLE FINANCIAL STATEMENTS 

The DoD Inspector General has identified the lack of adequate accounting and finance 
systems as the primary deficiency preventing the audit community from rendering more 
favorable audit opinions on the Department’s financial statements. Clearly, the lack of 
integrated systems-both financial and nonfinancial systems-has been a major inhibitor in 
our ability to achieve auditable financial statements. This current lack of an adequate 
infrastructure built around the integration and transfer of financial information between 
financial systems, as well as between "nonfinancial feeder” systems and finance systems, 
is a DoD-wide management challenge. 

On July 30, 1997, the Department mandated the use of the U.S. Government Standard 
General Ledger throughout the DoD in all systems that originate information that 
ultimately will be used in, or passed to, financial systems. The U,S. Government 
Standard General Ledger will replace the DoD Uniform Chart of Accounts and should 
provide the Department with the capability of supporting the preparation of auditable 
Chief Financial Officer financial statements. 

The implementation of the U.S. Government Standard General Ledger will permit the 
Department to design an archectiture built around the use of standard data to facilitate the 
sharing of data and the standardization of interfaces. Such interfaces are expected to 
collect financial transaction data and update subsidiary and general ledger accounts. 

In conjunction with this effort, the Department continues to work to clarify data 
management responsibilities and to assign responsibility and accountability for recording, 
maintaining and managing financial data not only in financial systems but also in feeder 
systems-to include information needed to meet new accounting standard requirements. 
The inclusion of nonfinancial feeder systems in these efforts is important because feeder 
systems generate as much as 80 percent of the dollar value associated with data used in 
financial processes that ultimately are required to be included in the Department’s 
auditable financial statements. 

Detailed plans and schedules to eliminate accounting and financial reporting deficiencies 
in the Department’s finance and accounting systems have been developed and continue to 
be reviewed and updated. Where warranted, an incremental approach is being used to 
transition customers with similar requirements to similar interim migratory systems in 
order to conserve resources and to quickly collapse the population of existing systems 
that must be supported, and to facilitate the transition to more desirable systems. At the 
current time, migratory systems are being deployed while also being enhanced to correct 
systems deficiencies. In some instances, systems integration/interface is expected to be 
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achieved through implementing a central database that provides a warehouse capability to 
store and share data for financial management purposes. Ultimately, it is anticipated that 
most information will be transferred in an electronic mode for applications such as 
vendor invoicing, contract payments, travel settlements and direct deposit of military and 
civilian pay. However, the new system architecture is not expected to be in place until 
2003. 

Practical Considerations of Audited Financial Statements 

On March 31, 1998, the General Accounting Office (GAO) expressed its first audit 
opinion on the Consolidated Financial Statements of the U.S. Government. The GAO 
disclaimed an opinion citing its inability to attest to the reliability of significant portions 
of the financial statements-including deficiencies related to the DoD in the areas of 
( 1 ) property and inventory, (2) environmental and disposal liabilities, and (3) the costs of 
government operations. 

Despite the progress to date, the Department still has considerable challenges ahead 
before it will be able to prepare auditable financial statements. However, it should also 
be noted that the GAO report cites deficiencies in some of the findings, such as 
“Preparation of Consolidated Financial Statements” and attributes those deficiencies to 
the agencies without advising the reader that the consolidated financial statements have 
been prepared in FY 1998 formats which are significantly different from the FY 1997 
report formats. The FY 1998 formats are significantly different because they are designed 
to accommodate new reporting requirements for new federal-wide accounting standards 
that are not effective until FY 1998. 

Unfortunately, the GAO audit report also fails to alert the reader that reporting policy 
surrounding some reported deficiencies are yet unsettled while other deficiencies noted in 
the GAO report are being cited prior to a requirement for applicable information to be 
fully reported. 

Property, Plant and Equipment and Inventory 

The GAO report states that hundreds of billions of dollars of the more than $ 1 .2 trillion of 
Property, Plant, and Equipment reported assets are not adequately supported by financial 
and/or logistical records. The GAO concluded that because the government does not 
have complete and reliable information to support its asset holdings, the GAO could not 
satisfactorily verify the existence of all reported assets, substantiate the amounts at which 
they were valued, or determine whether all of its assets were included in its financial 
statements. 

Information on the Department’s plant, property and equipment, as well as its inventory, 
often is captured in logistical systems— not financial systems. Additionally, such systems 
were not required to include historical (original acquisition) costs in many instances. 
Current standards now require historical cost data-data that was not required previously. 
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This has created a considerable challenge for the Department, and the Department 
continues to work toward full compliance with the new standards. 

Although matters such as these are not addressed in the GAO report, in order to fully 
appreciate the reporting difficulties that the Department faces, it is important to 
understand some of the more practical issues surrounding the amounts reported, or not 
reported, by the Department. For example, the GAO and the DoD have different 
interpretations relative to some of the reporting requirements. The Department believes 
certain amounts should be reported one way, while the GAO believes that the amounts 
should be reported differently. To the extent that the Department reports amounts in a 
manner that is inconsistent with the manner that the GAO believes that such amounts 
should be reported, audit reports might state that the Department failed to properly report 
amounts-inventories, for example. However, the reader may not be aware that the 
underlying issue may not be the ability of the Department to identify and report on such 
items, but rather the manner that certain amounts were reported. 

Additionally, property, plant and equipment are required to be reported at their historical 
acquisition cost. Government-wide record retention requirements provide that copies of 
supporting documentation need not be retained beyond a specified period of time- 
generally 6 years and 3 months after final payment for plant, property and equipment. 
Since much of the Department’s plant, property and equipment is more than 6 years old- 
many of the Department’s original acquisition records have been forwarded to a records 
depository where they were subsequently destroyed in accordance with government-wide 
record retention practices. Therefore, the Department lacks “hard copy paper” 
documentation to support the original cost of much of its plant, property and equipment. 
Even though the Department’s property records may report such cost data, if the data is 
not supported by copies of applicable cost vouchers, auditors have rejected such cost data 
as being unsupported since copies of the actual cost vouchers are not available for review. 

Until practical issues such as these are resolved, the auditors might feel compelled to 
report that the Department’s property, plant and equipment amounts are not adequately 
supported, or properly reported. However, such reports would not necessarily mean that 
the Department does not have information regarding the value of its plant, property and 
equipment. It could mean only that such information is not sufficient to pass current 
rigorous audit standards. 

Environmental Liabilities 

The Department has not yet fully institutionalized a process for reporting environmental 
liabilities compliant with new standards that are effective with FY 1998. However, the 
Department expects to do that later this year. The GAO audit report states that 
$213 billion of hazardous waste and remediation of environmental contamination relative 
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to the Department’s major weapons systems was not reported. The audit report does not 
advise that the reporting of environmental contamination relative to the Department’s 
major weapons systems is a new accounting requirement not scheduled to take effect until 
FY 1998. 

Costs of Government Operations 

The GAO auditors reported that they were unable to determine whether the amounts 
reported in the Statement of Net Costs were properly classified in individual net cost 
categories. The financial statements of the government have been restructured to fit the 
revised FY 1998 financial statement formats adopted by the Office of Management and 
Budget (OMB), the GAO, and the Department of the Treasury. Unfortunately, the 
revised formats were developed in concert with new account standards not slated to take 
effect until FY 1998. Those new accounting standards contain material differences in the 
accounting for, and reporting of, net costs. 

PROBLEM DISBURSEMENTS 

Next, 1 would like to discuss improvements regarding problem disbursements within the 
DoD. Problem disbursements in DoD financial operations occur when an expenditure is 
not initially reconciled with a specific obligation. Such occurrences are the result of a 
practice whereby expenditures are made by an organization other than the organization 
that maintains the official obligation accounting records, and expenditure records and the 
obligation records are not linked electronically. In those instances, problem 
disbursements may occur when payments are made after validation of the receipt of the 
related goods and services, but before ensuring there is a clear path back to a specific 
obligation. This practice is being phased out as quickly as feasible, and DoD has made 
substantial progress in reducing problem disbursements. For example, in June 1993, the 
Department’s problem disbursements totaled $34.3 billion; as of January 31, 1998, they 
had been reduced to $10.4 billion. 

The solution that the Department is pursuing for preventing problem disbursements is a 
contract database shared by two future standard systems: the Standard Procurement 
System and the Defense Procurement Payment System. The shared database would be 
the one source for contract management, payment, and accounting data. The Standard 
Procurement System effort would merge the Department’s two procurement functions 
encompassed by the contract award and administration processes. The Defense 
Procurement Payment System would be used for calculating contract and vendor 
payments, grants, and other agreement entitlements, and for generating transactions to 
populate the associated accounting records. The Standard Procurement System and 
Defense Procurement Payment System are expected to replace the Mechanization of 
Contract Administration Services system in the early 2000’s. (The Mechanization of 
Contract Administration Services system currently is used by the Defense Finance and 
Accounting Service (DFAS) Columbus Center to make contract payments.) 
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Prevalidation, the procedure of matching a disbursement to an obligation before (rather 
than after) a payment is made, has helped to reduce problem disbursements. Thresholds 
for applying prevalidation have been established at each DFAS center. To eliminate 
problem disbursements, the DoD plan is to: 

• Gradually lower the prevalidation threshold until all payments are prevalidated. 

• Provide disbursement voucher information via the DoD Intranet for access and 
recording by accounting stations. 

• Pilot test the matching of payments and accounting data from the current financial 
management systems using data warehouse techniques. 

• Record all accounting events within a DFAS corporate database, providing immediate 
access to all entitlement, disbursing, and accounting stations. 

Although DoD’s problem disbursements have been a serious issue, there is little basis for 
concluding that the expenditures involved were improper. Each expenditure was made 
only after a Department official confirmed receipt of the subject goods or services and 
ensured that the payment was made in accordance with a valid contract. That 
notwithstanding, DoD has an extensive Business Process Reengineering effort under way 
to improve its disbursement process and its ability to match disbursements to obligations 
in a more timely manner. The Department anticipates the business process engineering 
effort, the implementation of two new systems (the Standard Procurement System and the 
Defense Procurement Payment System) and the prevalidation initiative to be the catalyst 
for a continuation of a steady reduction in problem disbursements. 

The GAO frequently stales that there is a category of problem disbursements called 
in-transit disbursements. However, the Department does not consider in-transit 
disbursements as problem disbursements. An in-transit disbursement is a disbursement 
transaction that has been transmitted by a paying office to an accounting office, but has 
not yet been received, or processed, by an accounting office. For example, the DFAS 
Columbus Center may pay a contractor’s invoice; however, the official accounting office 
may be the DFAS Indianapolis Center. Thus, the Columbus Center must report the 
disbursement to the Indianapolis Center so that that Center can record the disbursement 
transaction in its official accounting records. If the Columbus Center has transmitted the 
disbursement transaction to the Indianapolis Center and that Center has either not yet 
received the transaction to post the transaction to the official accounting records, that 
disbursement transaction is referred to as an in-transit disbursement. 

In-transit disbursements are the result of a time-consuming, antiquated business process. 
The practice of one subsidiary paying another subsidiary's bills is not a common 
commercial business process; however, the Department adopted this policy decades ago 
and accepted the long delays of mailing the documentation to the accounting offices. The 


6 



380 


Department has undertaken an initiative to eliminate this business practice to the extent 
feasible because these long delays are no longer acceptable. In the meantime, the 
Department has reduced the amount of in-transit disbursements from $16.8 billion in June 
1993 to $3.9 billion in January 1998. The Department changed its reporting procedures 
for in-transits to allow greater visibility of in-transit disbursements, and to provide a 
mechanism to identify the specific areas causing in-transits not to be posted in a more 
timely manner. Once identified, processes will be initiated to further reduce these 
in-transit disbursements. 

PROGRESS REPORT ON DOD FINANCIAL MANAGEMENT REFORM 

The Defense Finance and Accounting Service and the Consolidation of Financial 
Management Operations 

Since its activation in January 1991 , the DFAS has been the Department’s pivotal agent 
for financial management reform and consolidation. The DFAS now processes a monthly 
average of nearly 9 million payments to DoD personnel; 2 million commercial invoices; 
675,000 travel vouchers/settlements; 550,000 savings bond issuances; and 340,000 
transportation bills of lading, with total monthly disbursements averaging $22.2 billion. 

Before consolidation began in FY 1994, the Department’s financial management 
operations were conducted at over 330 field installations or sites. Since then, the 
Department has moved to five DFAS Centers and 21 operating locations. In the process, 
the Department has been able to eliminate redundancy and unnecessary management 
layers, facilitate standardization, improve and speed up operations and service to 
customers, increase productivity, and enhance financial management support to DoD 
decision makers. The current Defense Reform Initiative calls for the DFAS to make even 
further consolidations. 

Expanding Competition to Improve Services and Reduce Cost 

DoD financial managers are participating in the Administration’s effort to use 
competition within the government and with the private sector to improve support 
services and save money. For example, during FY 1996, the Department consolidated 
debt and claims management activities into one location, saving $8,5 million annually. 

A facilities, logistics, and administration study, completed in May 1997, will save 
$4 million annually. Another A-76 study (on Defense Commissary Vendor Payments) 
was completed in October 1997, with the government’s Most Efficient Organization 
(MEO) being selected over the private sector vendor. The MEO, which was implemented 
in March 1998, is projected to realize savings in excess $10 million annually. 

The Department has active A-76 competition studies in the areas of commissary 
accounting, DoD transportation accounting, and DoD depot maintenance accounting. 
Additionally, the Defense Reform Initiative directed the DFAS to initiate A-76 studies in 
the areas of civilian pay and military retiree and annuitant pay. 
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Consolidation of Finance Systems 

There are two types of DoD financial management system-Finance and Accounting. 
Finance systems process payments to DoD personnel, retirees, annuitants, and private 
contractors. Accounting systems record, accumulate, report, and analyze financial 
activity. The Department has 1 56 finance and accounting systems, down from 324 in 
1 99 1 when the DFAS was established. 

The number of DoD finance systems has been reduced from 127 in 1991 to 34, with a 
resulting annual savings of $77 million. The long-term goal is to reduce the number of 
DoD finance systems to nine. 

The consolidations of finance systems has been completed for retiree and annuitant 
payments and debt management. The Department’s ongoing consolidation of other 
finance systems includes: 

• Defense Civilian Pay System (DCPS) . Approximately 703,000 civilian payroll 
accounts have been transferred to DCPS; 25 systems have been eliminated and 
348 decentralized payroll offices have been eliminated. By mid- 1998, all DoD 
civilian employees will be paid by DCPS from just three locations. 

• Defense Joint Military Pay System (DJMSi and the Marine Corns Total Force System 
(MCTFSl . Today there are four military pay systems, with 95 percent of military 
members being paid by DJMS and MCTFS. By the end of FY 2001 , DJMS will be 
fully implemented and all service members will be paid by either DJMS or MCTFS, 
eliminating 22 military pay systems. 

• Defense Procurement Payment Systems (DPPSl . DPPS currently is being developed 
as a standardized DoD contract and vendor payment system. It will replace nine 
current vendor pay systems, as well as the Mechanization of Contract Administration 
Services System. 

Consolidation of Accounting Systems 

The Department has reduced the number of accounting systems from 1 97 in FY 1991 to 
122 in FY 1997. Simultaneously, DoD has been improving the remaining systems to 
make them compliant with generally accepted accounting principles and capable of 
producing auditable financial statement information. The Department continues to work 
hard to eliminate as many as 100 accounting systems; and by FY 2003, DoD expects to 
have reduced the number of accounting systems to no more than 23. At least as important 
also are other ongoing improvements to the remaining systems-to make them more 
compliant with the Chief Financial Officers Act and capable of providing accurate, 
timely, and auditable financial statements. 
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STRENGTHENING INTERNAL CONTROLS 
Reforming the Contractor Payment Process 

For the past 30 years, vouchers for goods and services purchased on government contracts 
had to be submitted to government contracting officers or the Defense Contract Audit 
Agency (DCAA) for approval before being sent to a government payment office. This 
process substantially delayed payments and required extensive effort by the DCAA, 
government contracting officers, and contractors themselves. The Department now 
allows direct submission of vouchers to the DFAS by qualifying contractors. The DCAA 
continues to provide oversight by periodic review of contractors and by examining a 
sampling of paid vouchers. This reform will save substantial auditor time, without 
putting accountability at risk. It also facilitates the transmission of contractor voucher 
payments using Electronic Data Interchange, another source of savings and efficiency. 

Computer Security and Fraud Detection 

In June 1994, the Department established Operation Mongoose to detect fraud and reduce 
the vulnerability of DFAS’s computer networks to intrusion. While Operation Mongoose 
is designed to detect potential cases of fraud or abuse in the tens of millions of financial 
transactions undertaken every year, it also has a more important purpose-to identify 
potential weaknesses in the underlying controls to make it much harder for would-be 
culprits to abuse the system. 

Improved Financial Management Regulations and Procedures 

The Department is continuing to standardize, improve, and simplify its financial 
management regulations and procedures. DoD financial management policy and 
procedures have been consolidated into a 15 volume "DoD Financial Management 
Regulation” (DoDFMR), which is replacing thousands of pages of separate DoD 
regulations. Because the 1 5 volumes of the DoDFMR have been posted to a DoD web 
site, routine large-scale printings and distributions of the volumes have been terminated. 
The DoDFMR is now available free via an electronic media or may be purchased in a 
CD-ROM or paper copy. 

Reform Reporting and Valuation of Inventory 

The Department is taking aggressive action to improve how it accounts for inventory. 
Conversion of inventories from DoD’s standard (selling) price to the required latest 
acquisition cost, or historical cost, currently is being accomplished. Enhancing inventory 
management systems to capture accounting information is expected to provide for 
automated inventory valuation, costing of goods sold, and other elements that enable 
accurate assessment of net operating results. 
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Reporting and Valuation of Real and Personal Property 

DoD's accounting systems were not designed to account for, and report on, the 
Department’s real and personal property. Instead, financial information for these assets is 
obtained from various property data systems, which for the most part are not integrated 
with the Department’s accounting systems. To fix this, the Department is deploying a 
DoD-wide integrated property accounting system. This system is expected to provide for 
financial control over real and personal property, replace over 1 50 separate property 
systems in DoD organizations, and provide necessary financial data to the accounting 
systems. 


ADOPTING BEST BUSINESS PRACTICES 

A critical aspect of the Department’s financial management reform is to adapt and adopt 
successful business practices from the private and government sectors. The goal is to 
make DoD business practices simpler, more efficient, and less prone to error. This is 
being achieved by the revision of existing policies and procedures, increased 
standardization of data, consolidation of operations and enhanced capabilities and 
compatibility of systems. 

Electronic Payments 

• Electronic Funds Transfer (EFT). The Department is using EFT to reduce the cost of 
disbursements. Over 91 percent of civilian employees and military members paid by 
DoD have their pay directly deposited into their accounts. During FY 1997, DoD's 
Direct Deposit participation rate for travel payments increased from 17 to 48 percent. 

• Electronic Data Interchange (EDI). The DFAS is using EDI to send remittance 
information directly to vendors and currently is working to receive and process EDI 
contracts and contract modifications into finance and accounting systems. 

Electronic Audit Working Papers 

Audit working papers are key components of audits performed by the DCAA. They 
document DCAA’s audit work and sometimes are shared with the customer as backups 
for audit reports. The DCAA recently implemented an automated working paper process 
to make its audit services better, faster, and less expensive. The DCAA acknowledges 
the audit request, performs the audit, and issues the audit report to the customer 
electronically. In addition, automating the process improves DCAA’s internal 
communications for supervisory review and report issuance. 

As a result of this reform, the DCAA can serve customers and obtain feedback on their 
services faster, helping to reduce the cycle time for negotiations. The DCAA’s new 
working paper process also supports DoD’s efforts to improve the procurement process 
and will help achieve DoD's overall goal to become paperless. 
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Garnishment Operations 

The DFAS is continuing the reengineering of the processes by which the Department 
garnishes the pay of its civilian and military personnel for child support, alimony, 
commercial debt, and divisions of retired pay. DoD garnishment operations have been 
consolidated at DFAS Cleveland Center, which processes about 1 2,000 garnishment 
orders per month. Initial reengineering efforts have reduced staffing requirements 
significantly and are estimated to save $19 million over a five-year period. Over the next 
year, the DFAS plans to implement major improvements-most notably to integrate EDI 
and imaging technology, and an integrated garnishment system that will provide an 
electronic interface with the DFAS pay systems. The first interface with the DCPS was 
successfully implemented in August 1997. The remaining interfaces are scheduled to be 
completed by December 1 999. 

Government-Wide Purchase Card Expansion 

The Department’s participation in the government- wide purchase authorization card 
program has grown to include over 107,000 cardholders with purchases totaling 
$2.2 billion for FY 1997. DoD’s goal is that, by FY 2000, the purchase card will be used 
for 90 percent of its micropurchases, those purchases costing $2,500 or less. Expanded 
use of the government-wide purchase card— together with other of the defense reform 
initiatives-is expected to allow retail-level inventories to be reduced from $14 billion in 
FY 1 996 to $ 1 0 billion by FY 200 1 . 

The purchase card streamlines purchase approval processes, reduces purchasing and 
accounting documentation, reduces costs, and speeds up vendor payments. It enables the 
Department to use summary accounting for groups of purchases instead of detailed lines 
of accounting for each transaction, and permits an accelerated payment and invoice 
reconciliation process with the purchase card issuer. 

The DFAS processes about 10 million commercial invoices per year, over three-quarters 
of which are below the $2,500 (micropurchases) threshold that exists for the purchase 
card. Numerous initiatives are now being pursued to encourage more of these purchases 
to be made with the purchase card. Using an accelerated invoice payment and 
reconciliation process will enable the DFAS to make payments faster, virtually 
eliminating interest payments. Using summary accounting for groups of purchases will 
reduce the costs, time, and size of the work force needed to process invoices; permitting 
the customer to receive procurement efficiencies and lower processing. 

Temporary Duty Travel Reengineering 

The Department continues to implement its simplification of the temporary duty travel 
process for all DoD personnel. Since our last update to you on this initiative, the number 
of test sites for revised policies have increased from 27 to 39 sites. Results from the tests 
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show significant reduction in voucher processing time, labor costs, process steps, 
payment cycle time, as well as significant increases in customer satisfaction. To improve 
the efficiency and quality of travel services, the Department is developing an automated 
information system, the Defense Travel System (DTS), that will integrate common user 
interface services and traditional commercial travel office services. The DTS will be 
phased in by geographical region, with initial implementation in the U.S. Mid-West 
scheduled for the fourth quarter of this fiscal year. 

New DoD temporary duty travel policies include: 

• The use of simplified entitlements that delegate to appropriate officials the authority 
to approve exceptions to standard arrangements. 

• Expanded use of a government-sponsored, contractor-provided travel card to pay for 
expenses related to official business travel (travel advances, airline tickets, lodging, 
meals, conference registration fees, and other costs). 

• Expanded use of electronic funds transfer to reimburse travelers. 

Before fully deploying its new DTS, the Department pilot tested these and other revised 
policies at 27 sites, representing each of the Services and several defense agencies. 

Results from the test show an approximate 50 percent reduction in process steps, an over 
50 percent reduction in process cost, an almost 50 percent reduction in payment cycle 
time, and significant improvement in customer satisfaction of both travelers and their 
authorizing officials. 

Ready Reserve Travel Reengineering 

The Department also formed a Ready Reserve Travel Task Force to apply the lessons 
learned from Temporary Duty Travel reengineering to the Reserve Components. The 
goal is to apply the efficiency and effectiveness of the DTS to the management of Reserve 
Component Travel. The Ready Reserve Task Force has determined that the DTS 
generally is compatible with the Reserve Component travel administration processes. 

The Department expects to identify and effect the process and systems changes needed to 
integrate the Reserve Components fully into the DTS automated process. 

Permanent Duty Travel Reengineering 

The Department moves approximately 800,000 military and civilian personnel per year: 
775,000 military personnel during periodic rotational assignments, and 25,000 civilian 
personnel as a result of reassignment actions. A Permanent Duty Task Force is reviewing 
the process used to relocate DoD personnel. That review has identified "best in class" 
processes used in the private sector and found that the Department’s processes are highly 
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labor and time intensive. Following additional efforts, the Department expects to be able 
to streamline the relocation process and enhance the quality of life for DoD personnel 
subject to frequent moves. 

Digital Signature 

To achieve the goal of a paperless process, DoD leaders worked with the Departments of 
Commerce and Energy and the GAO to develop a software specification that creates a 
digital signature that is compliant with federal standards. This should enable the 
Department to move to paperless processes as users will be allowed to sign documents 
electronically. This process will be tested in the DTS and eventually exported to other 
functional areas within the Department. 

Standardization of Data 

In addition to consolidating finance and accounting systems. DoD is establishing, or has 
established, a DFAS Corporate Information Infrastructure to support: 

• Use of common data elements for the collection, storage, and retrieval of finance and 
accounting data. 

• Use of common transactions. 

• Movement of common transactions and data among systems. 

Also supporting this reform is an ambitious effort to standardize and share acquisition 
data. This effort will greatly improve the interactions between DoD procurement systems 
and the financial systems that process and account for payments of procurements. 

CLOSING 

Enhancing the Department’s processes and systems to enable the Depanment to produce 
auditable financial statements holds continuing challenges and constitutes an ambitious 
agenda. In pursuit of that objective, the Department continues to modify and upgrade 
accounting, other financial systems and nonfmancial systems to build a much-improved 
financial infrastructure within the Department. The results of this effort will provide 
better information and discipline to better manage the Department’s resources and remain 
effective stewards of the resources provided by the Congress and the American people. 
The Department is proud of its progress to date and expects to continue to strive to 
achieve its goals as expeditiously as possible. 
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Mr. Horn. Well, thank you very much. Let’s start with missing 
missile launchers, among other things. Now you’ve got a whole se- 
ries of objects that were reported in the consolidated balance sheet 
statement for the Federal Government. What kind of assurance can 
you give us that we do not have other things missing that are 
worth billions of dollars? Because there are quite a bit of things 
missing, even though you have got a huge inventory. I realize that, 
but what are our controls on this? 

Mr. Toye. I’d like to repeat something that the IG said this 
morning, and GAO verified, and then I’d like to talk about the mis- 
sile launcher itself 

When the auditors went in to verify the accuracy of data in our 
systems, the Army and the Air Force systems passed that test; 8 
of the 11 systems in the Navy passed that test, and we can come 
back and talk to the issues in the Navy in a minute. With regard 
to the launcher, I want to assure this committee and the American 
people that the Department of Defense knows where these missile 
launchers are. The Army has over 500 of this particular type of 

Mr. KucINICH. Will the gentleman yield? 

Mr. Horn. OK. 

Mr. Kucinich. Why don’t you just tell the General Accounting 
Office, then? 

Thank you. 

Mr. Toye. Let me give you some background on this. 

The General Accounting Office did not do the audit of these mis- 
siles; that was done by DOD auditors. What happened in this in- 
stance is that we had a launcher attached to a Humvee. The 
Humvee was transferred to one unit. The launcher was transferred 
to another unit. The DOD auditors went in and did a review at the 
unit to which the Humvee was transferred. They did not find the 
launcher there because the launcher had been transferred to an- 
other unit. The DOD auditors did not raise this as an issue. 

GAO auditors came behind the DOD auditors and, in effect, 
looked over their shoulder and used their work papers. And I be- 
lieve the characterization that the launcher was missing came from 
the GAO. When the Department of Defense heard that the GAO 
was indicating that the launcher was missing, we immediately con- 
tacted the auditors to get some more information on what missile 
launcher they thought was missing and why they thought it was 
missing. With that information, we indeed were able to identify the 
launcher that they were talking about and then, of course, we could 
identify where its location was. 

Mr. Horn. Did anything change in our accounting for this type 
of situation, where you have got the launcher in one place and the 
missile in the other? Are these two things we need to check to not 
have that experience again? 

Mr. Toye. Yes, there is a lesson here. The issue here was the se- 
rial number. The serial number for the Humvee was listed as the 
serial number for the unit, the unit being both the Humvee and the 
launcher. And, indeed, there should have been two serial numbers, 
because there’s one for the Humvee and one for the launcher. Had 
a review been done by the serial number of both the launcher and 
the Humvee, both units would have been identified for the GAO 
auditor. 
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Mr. Horn. Are those DOD serial numbers or are they manufac- 
turers’ serial numbers? 

Mr. Toye. Mr. Chairman, I do not know the answer to that ques- 
tion. 

Mr. Horn. Well, the reason I ask that is, if it is a continuous 
number problem, that could confuse somebody that is doing inven- 
tory. On the other hand, if it is some manufacturer’s number, it 
might be readily apparent that there is something wrong here; this 
is not the way the numbers we have on missiles or the numbers 
we have on Humvees, whatever the case may be, that track all 
this. 

Have the people in your office figured out a way to solve this 
problem so that they know immediately that there is something 
that is not right here? 

Mr. Toye. Mr. Chairman, this is a logistics issue, and I hesitate 
to get too far afield from the financial world. But it is my under- 
standing that the DOD logistics community is working toward an 
environment where every piece of DOD property will have its own 
identification number. In most cases, that already exists. But I 
hesitate to get too far into the logistics arena. 

Mr. Horn. You are from Mr. Kaminski’s office, as I remember. 
Maybe you can explain to us the problems we have between the ac- 
quisition of items and then their assignment to units and then how 
we account for them. This is where I think a lot of the $25 billion 
was missing; they just had not matched the acquisition contract 
with the inventory records to know that, yes, I bought it, but where 
is it now? 

Is your office doing anything to coordinate with the financial peo- 
ple so we can find these things? 

Ms. Spector. Sir, I represent acquisition. My specialty is pro- 
curement, and I’m not an expert on logistics. However, my limited 
understanding of this is we are keeping track now of secondary 
items, like spare parts. The problem that you addressed earlier of 
commanders in chief not knowing where things are, I believe that 
problem is largely solved. We’ve put hardware and software at all 
of the unified commands in Europe and the Pacific central com- 
mand that tells the commander in chief where every shipment is, 
what’s on the shipment, so he knows what’s coming to him and 
what he has in the logistics systems. As far as these primary items, 
like a Humvee vehicle, my understanding is the military depart- 
ments track those themselves. 

I think the ultimate answer on this is electronic tagging or elec- 
tronic recording and computer reading of the location of eversdhing. 
We’re not there yet. I think that’s the goal, to identify the move- 
ment of systems and where everything is. There has been progress 
toward that, but we’re not there yet for everything. I can get you 
more specifics if you wish, but that is my understanding of where 
we are and where we are going in the logistics area as far as keep- 
ing track of all of this. 

Mr. Horn. Well, that would still require a serial number I as- 
sume and this would be a global positioning use. 

Ms. Spector. It would be a DOD serial number is my under- 
standing. Now, in some cases we are having contractors put bar 
codes on things like spare parts so that they can be read by a bar 
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code reader. In many cases we’re doing that. But on primary items 
that are an assemblage of several systems, DOD would assign 
codes to those, is my understanding. 

Mr. Horn. Now, you were not here probably 2 years or so when 
we got into this — maybe you were — at the Columbus Processing 
Center. Did you, as Director of Procurement, and your staff take 
a look at that situation and see why they were just writing checks 
without, or at least a misreading of, the acquisition document? 

Ms. Spector. Again, some of this involves mistakes that were 
made in these very long lines of accounting that Ms. Hill described. 
You’ll have a citation on a contract assigned by a fiscal person for 
certain moneys on that contract that may be up to 55 characters 
long. Before the age of automation, or even in the age of some auto- 
mation, you have people putting those numbers in manually. When 
there is a mistake made, you pay from the wrong account and it 
doesn’t match up later. We have several initiatives under way to 
improve that system to avoid unmatched disbursements. One is to 
eliminate a lot of these lines of accounting and, to the maximum 
extent practicable, keep them at the appropriation level. There will 
be a letter going out shortly from the Under Secretary for Acquisi- 
tion and Technology and the Comptroller to limit those lines of ac- 
counting. 

We are also automating so that the input on the long line of ac- 
counting goes in once and from there on it is handled by computers 
in shared data warehouses. We have a standard procurement sys- 
tem under way that will do some of that. DFAS, Defense Finance 
and Accounting Service, is working to use that data to prevent the 
mistakes made as each clerk types in these long lines, several of 
them on a contract. So there are things under way to improve this. 
We’re not there yet, everywhere. 

Mr. Horn. What is the policy in terms of when one does an in- 
ventory? Is it annually? Is it quarterly? Is it monthly? What? 

Ms. Spector. I don’t know the answer to that. It is not in my 
area. I can get you that answer. I don’t know. 

Mr. Horn. How about it Mr. Toye, do you know the answer to 
that? 

Mr. Toye. No, I do not, Mr. Chairman. 

Mr. Horn. Well, let’s get it and put it in the record. 

[The information referred to follows:] 

Some inventory items, such as precious metals, small arms, narcotics, and radio- 
active items, are subject to an annual physical inventory. Statistical sampling tech- 
niques are used to track other inventory items, as is a common practice in the pri- 
vate sector. 

Mr. Horn. Does GAO know it or the Inspector General’s Office 
in Defense know it? Join us. 

Mr. Warren. Typically, there are annual cycles for inventory at 
each of the individual locations and activities, and then for the in- 
dividual property books. When the accountable officers transfer, 
there is a reconciliation at that point in time as a general propo- 
sition. 

Mr. Horn. Mr. Warren, it seems to me there is a difference, I 
guess in the property book versus the records on case. Is there a 
way to reconcile that with what the GAO sees? 
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Mr. Warren. Between the central systems, yes, there is a rec- 
onciliation process as I understand it. At the property book level, 
if there are discrepancies, that is to be worked out at that individ- 
ual unit level to the satisfaction of the commanding officer at that 
particular location, the accountable officer for that property book. 

Mr. Horn. Now, is that accountable officer the commander of the 
base or is it a finance officer? 

Mr. Warren. It would be an individual that had been designated 
that responsibility from the commanding office of the base. 

Mr. Horn. Have we figured out a way to take the data out of 
those property books and input them in your accounting system 
that Mr. Toye runs? 

Mr. Toye. Mr. Chairman, if I may, the long-term solution to this 
issue is indeed the integration of systems which will, in turn bring 
the integration of information. That is indeed the Department’s 
proposed solution. We propose to integrate the Defense Property 
Accountability System with the Department’s financial systems. 
That effort is under way. It is going to be a long-term effort. 

The issue here is the sharing of information electronically as op- 
posed to the sharing of information manually. When information is 
shared in a manual mode, the opportunities for errors obviously in- 
crease significantly. What we need to do is, stop sharing informa- 
tion manually, and share it electronically. That is the corrective ac- 
tion that the Department of Defense has planned. 

Mr. Horn. How long do you think that will take? What is your 
estimate on that implementation to make it operational? 

Mr. Toye. It’s difficult to answer that question. The initial target 
was fiscal year 2000. 

Mr. Horn. So that means we’ll have it by 2004, 1 take it? 

Mr. Toye. Mr. Chairman, I hope we have it by 2000, but I cannot 
sit here and absolutely guarantee that. 

Mr. Horn. That is why I said 2004. It seems to me you have got 
enough going on with the year 2000 problem right now to give that 
your full attention, as they are in IRS and every other agency, I 
hope. 

Mr. Toye. Yes. 

Mr. Horn. Well, what can you do to give us a little feeling of 
happiness and reliance on the acquisition procurement empire, the 
financial empire, and the three services, plus the Marines, that 
something will happen in this area? Do we have integrated teams 
between those two under secretsiries where you are working on the 
problem together? 

Mr. Toye. Yes, we are working very closely together. And as Ms. 
Spector mentioned, what we have planned is an automated system 
in the acquisition world and an automated system in the financial 
management world that will share the same data base; they will 
share the same information and they will share it in an electronic 
mode and that will eliminate many of the problems that we have 
today. Again, this goes back to the manual entering and reentering 
of information. Because some of these so-called long lines of ac- 
counting contain multiple characters, it only takes one character to 
be off to result in a problem disbursement. 

Let me mention if I may, Mr. Chairman, that the Department of 
Defense now has a policy in place called prevalidation where we 
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fully make a payment in many instances. The threshold will vary 
depending upon the system involved and where the pa 3 Tnent is 
made, but in some cases it is all the way down to zero. If the pay- 
ing station is different from the accounting station, which is often 
the case in DOD, the paying station needs to prevalidate with the 
accounting station that an obligation has been made, and that 
funds are available to make the payment. They will do that and 
then transmit — they will then pay the bill and transmit the infor- 
mation to the accounting station. 

It is quite possible the transmission stage that an error will be 
made, a digit will be transposed. So even though we know that the 
payment is accurate because we ensure that it is a legitimate bill 
before we pay it, even though we have prevalidated the payment 
with the accounting station, in transmitting the information to the 
accounting station, an error can occur that results in a problem dis- 
bursement. This then needs to be researched and the error needs 
to be corrected; and then it can, and will be posted. 

Mr. Horn. Well, my time is up. I will yield 20 minutes to the 
gentleman from Ohio. 

Mr. Kucinich. Thank you very much, Mr. Chairman. 

I would like to ask Mr. Toye to comment on the testimony by the 
Inspector General and the Department of Defense where she says 
that, quote, “My office has issued 181 audit reports on financial 
and accounting matters since I testified before you, and only a 
handful have been good news.” It goes on to say that “I cannot re- 
port to you that the Department has successfully corrected the 
many shortcomings in its accounting and financial systems.” 

Mr. Toye. Under the CFO Act 

Mr. Kucinich. CFO? 

Mr. Toye. Under the Chief Financial Officer Act, the Department 
is required to prepare financial statements which the Inspector 
General is required to audit. Within DOD, we prepare a number 
of financial statements for different entities. The problems that we 
have in DOD in terms of the deficiencies in our systems are unfor- 
tunately applicable to many reporting entities. So audits we may 
have in a particular year may result in 19 different audit reports 
with the same finding because it is a DOD-wide deficiency and ap- 
pears in each one of the reporting entities that is required to have 
an audit that results in an audit report. So the numbers are some- 
what misleading. But let me also say 

Mr. Kucinich. Which numbers are misleading? 

Mr. Toye. The number of audit reports do not, by themselves, in- 
dicate the number of deficiencies because the same deficiencies 
may be, and in many instances are, contained in different audit re- 
ports. 

Mr. Kucinich. So how many deficiencies are there, then? 

Mr. Toye. I don’t know that I can answer that question. I would 
say there are probably a handful of what I would call major defi- 
ciencies in the Department of Defense in the financial management 
arena. 

Mr. Lieberman. Can I answer that. Congressman? 

Mr. Kucinich. Of course. 
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Mr. Lieberman. In the last Secretary of Defense Annual Assur- 
ance Statement presented to the Congress, I think he listed 29 ma- 
terial control weaknesses in the finance and accounting area. 

Mr. Kucinich. I would ask Mr. Toye to comment on the finding 
by the Inspector General for the Department of Defense which 
speaks to the reason for the disclaimer of opinion on all DOD gen- 
eral fund statements for 1997, saying that the accounting system 
supporting Department of Defense general funds cannot compile 
and report accurate and reliable information, that the accounting 
systems supporting Department of Defense general funds continue 
to lack integrated double entry transaction-driven general ledgers 
compiled and reported unreliable and unauditable information. 

What do you have to say about that? 

Mr. Toye. Our accounting systems often do not provide the type 
of audit trail that the auditors are looking for. Our accounting sys- 
tems were designed in a different era. They were designed to do 
appropriation accounting, to keep track of the dollars appropriated 
by the Congress, to ensure that the dollars were spent in the man- 
ner intended by the Congress, for the purpose that the Congress 
intended that they be spent for, and we conform to the limitations 
and restrictions imposed by the Congress. 

Today these same systems are being asked to do commercial- or 
business-type accounting and they were not designed to accomplish 
that. So we do indeed have deficiencies in our accounting systems 
compared to new standards that those systems were not designed 
to meet. 

To correct that situation is, we have identified those systems that 
we think do a better job and we are collapsing systems. As you 
heard earlier, we had 324 systems in 1991, we’ve collapsed that to 
156 systems. We are hoping to go down to 32 systems. We are not 
only eliminating the systems that don’t do as good a job. In the re- 
maining systems, we are upgrading those systems, we are enhanc- 
ing them to meet the new accounting standards that are being im- 
posed, standards that were not in effect at the time these account- 
ing systems were developed. 

Mr. Kucinich. So continuing on with the observations of the In- 
spector General for the Department of Defense. She talks of infor- 
mation not auditable because — and this is a quote — “The account- 
ing systems cannot produce an audit trail of information from oc- 
currence of a transaction through its recognition in accounting 
records and ultimately to the general fund financial statements.” 

Are you saying then, Mr. Toye, that that is true by definition be- 
cause you just do not have that kind of accounting system? 

Mr. Toye. I’m definitely not saying that our accounting systems 
can meet current audit standards. They cannot. Property records 
are maintained in logistics systems, not financial management sys- 
tems. 

Now, to satisfy the audit trail requirements, DOD needs to pro- 
vide receipts to verify the costs of the values that are in its prop- 
erty systems. In many cases we’re talking about property that’s 20, 
30, 50, or more years old. The record retention standard is 6 years 
and 3 months after DOD makes the last payment. We do not have 
documentation in many cases to meet the audit standards. 
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That doesn’t mean we don’t have control of the assets. It doesn’t 
mean that we don’t know where the assets are. But, from a finan- 
cial management perspective, too often that information is not in 
our systems and we do not have a sufficient audit trail back to the 
actual documentation to meet current audit standards. 

Mr. Kucinich. Are you just being held to a higher standard and 
that is why you would get this report from the General Accounting 
Office which suggests that the audit condition of the Department 
of Defense is less than praiseworthy? 

Mr. Toye. The Department of Defense is not being held to a 
higher standard than any other agency in the Federal Government. 
I don’t mean to imply that we are. What is true, though, is that 
we are being held to a standard today that we were not being held 
to in many instances when our current systems were developed. 
We need to do something about that. 

We are doing something about that. We are upgrading our ac- 
counting systems to meet current standards, but it is going to take 
us some time to complete that effort. 

Mr. Kucinich. Is it unreasonable to ask for pieces of paper to be 
available to match physical equipment? 

Mr. Toye. If we’re talking about a recent purchase, the Depart- 
ment of Defense should have, and I believe does have, adequate 
documentation to support that purchase. But if we’re talking about 
a purchase that happened 20, 30, or 40 years ago, and many of the 
items in DOD’s property records are that old, we simply do not 
have that documentation because in many instances, we have sent 
that documentation many years ago off to a records retention area 
and after a certain period of time those records have been de- 
stroyed. 

Mr. Kucinich. So then is the General Accounting Office’s finan- 
cial audit of the Department of Defense basically challenging you 
to do things that are impossible? 

Mr. Toye. What we needed to do, and what we have been doing, 
is working with the DOD IG, with the General Accounting Office, 
and with the Office of Management and Budget for the instances 
that I have mentioned to find if there is another test, reasonable- 
ness test, that can be applied that can satisfy the audit standards. 
We are still conducting those discussions. 

We’re still exploring ways that the auditors can verify the accu- 
racy of our information if we cannot produce a receipt or a cost 
voucher for some of this older equipment or older property. And I’m 
hopeful that that process eventually will lead to a compromise 
where we can satisfy the auditors and they can be comfortable with 
the value that the Department of Defense has in its financial state- 
ments. 

Mr. Kucinich. If I may, the testimony by the GAO, and I quote, 
speaks of “serious material weaknesses were found in Department 
of Defense systems and processes relied on to maintain accountabil- 
ity and to control physical assets under its purview, including mili- 
tary equipment; general property, plant and equipment; and inven- 
tories.” Those are to say, “Overall these problems impair DOD’s 
ability to know the location and condition of all its assets, including 
those used for deployment; safeguard assets from physical deterio- 
ration, theft, or loss; prevent the purchase of assets already on 
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hand; and determine the full costs of the programs that use these 
assets.” 

That is a direct quote from the General Accounting Office. And 
you are telling this committee that you do have control, you know 
where everything is, you just do not have the papers to prove it, 
or you have an accounting system that you cannot keep up with? 

Mr. Toye. I would say that is generally true. I certainly do not 
want to imply that there is no instance within DOD where an item 
might not be today where the property records say that it should 
be or it is. The Department of Defense is a very large organization; 
it has hundreds of thousands of items. On any given day it is quite 
possible that an item may not be — it is not only quite possible, it 
is very likely that some items will not be physically where the 
property records state that they should be. But what one needs to 
do in that instance is to inquire as to where the item is. That does 
not necessarily mean that the Department doesn’t have control 
over that physical asset. 

For example, a Humvee may be on the property records in prop- 
erty lot A, but one may go out there and look and not find that 
Humvee. It may well be that that Humvee is in the repair shop un- 
dergoing an overhaul. It may be, for whatever reason, it had to be 
pressed into service because another vehicle was not available. 

So there certainly will be operational reasons in addition to the 
fact that in some instances the paperwork just may not have 
caught up with the physical transfer of an item. There are lots of 
reasons why the property records may not be 100 percent accurate. 
But I need to repeat, if I may, what 

Mr. Kucinich. What they say, if I may, that they speak of — this 
GAO report speaks of material deficiencies, including Department 
of Defense’s inability, and this is the top item, to properly account 
for and report billions of dollars of property equipment inventory 
and supplies. 

Mr. Toye, you know, I take it that you are a fine public servant, 
and I appreciate your being here. What I am trying to determine 
here is, if there is just a lack of communication between your divi- 
sion and the GAO, or if in fact we have things that are missing or 
that we cannot find or that the Department is not sure of, where 
they are. 

I mean, actually, if we have testimony by the GAO — and Mr. 
Chairman, you mentioned the helicopters where I think you men- 
tioned 10 helicopters were, in effect — I think I remember the sense 
of it — that we had a duplicate purchase or something. Was that it, 
Mr. Chairman? Do you remember? 

Mr. Horn. Not really. It is just missing for various reasons. 

Mr. Kucinich. It seems to me that there is a duplicate purchase. 
Now, if duplicate purchases occur, that means we did not know we 
had it and we bought it a second time. I just wonder what the 
problem is here, the nature of it, because we are talking about hun- 
dreds of billions of dollars of taxpayers’ money. And I take you at 
your word. 

Let me ask Mr. Lieberman or Mr. Warren to comment. Is this 
just really a question of missing paperwork? Is that what is going 
on? Do we just have a problem of missing paperwork here? Is that 
what this is all about? 
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Mr. Lieberman. Well, we have several things intertwined in each 
other here. Let me see if I can work through a couple of them. 

In some cases, yes, the property is properly controlled, but in a 
property book or in a logistics system. It is not lost. But the system 
is unable to tell the financial system that that item exists. From 
an audit standpoint, we can’t go looking for millions of items in the 
Defense Department down to the unit level every year, nor can sen- 
ior managers rely on information that’s incomplete. 

I think a telling example is the problem in the warehouses. We 
went out and did an inventory in 16 different DOD warehouse fa- 
cilities. And now I’m not talking about end items like planes and 
trucks; I’m talking about truck batteries and flashlight batteries 
and screws and bolts and things like that. We found a 16-percent 
error rate in the inventory records of the warehouses, which was 
much higher than we expected. 

Now, in terms of dollars 

Mr. Kucinich. Is this missing paperwork? Are we finding actual, 
concrete errors? 

Mr. Lieberman. We go out and look at the inventory record. The 
warehouse thinks it has 100 truck batteries on the shelf. We go 
and count how many batteries are on the shelf and it is not 100. 
So the inventory record locally is wrong. Now, in many cases there 
are more batteries on the shelf than the inventory record indicates. 

Mr. Kucinich. Is that like Mr. Toye said, look, it is there. Is it 
there or is it not? 

Mr. Lieberman. It’s there. Unfortunately, the item manager 
doesn’t know it’s there. When you have overages 

Mr. Kucinich. Remember that song, “I hear music and there is 
no one there, I wonder why”? 

Mr. Lieberman. That’s right. 

Mr. Kucinich. It is there, but we do not know it is there. 

Mr. Lieberman. If you have more items than are on the inven- 
tory record, that means they are not really controlled, and that 
means somebody can walk out the door with them tomorrow and 
no one will know that they are gone because they didn’t know they 
were there in the first place. Conversely, when you have shortages 
and you don’t know it, all of a sudden you will be unable to fill a 
requisition one day and you’ll wonder why. 

So this is down where the Department really operates on a day- 
to-day basis, filling supply requisitions and things like that, so it’s 
not quite an arcane accounting drill back here in Washington that 
we’re talking about. This does have practical world consequences. 

Mr. Kucinich. I’ve tried to, in my questioning here, avoid a he- 
said-she-said kind of thing, because frankly, we have two different 
views in accounting here. But I want to make sure that there is 
one view on accountability. There is accounting and then there is 
accountability, accountability meaning accountability to taxpayers 
of the United States of America. 

So it appears that your statements in some ways can be rec- 
onciled, but at the same time I want to make sure there is a rec- 
ognition that there are some physical problems in the system and 
that it is not simply a matter of a paper chase. 

Do I capture that correctly, Mr. Lieberman? 
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Mr. Lieberman. Yes. I think my good friend, Nelson, and I are 
closer on this issue than it may appear. 

Mr. Warren. I think we’ve hit on an important point. We really 
have two problems here. We have poor financial management data, 
but what we’re also finding when we go to the theater systems that 
provide information for those financial reports, that we have poor 
day-to-day management information systems that support logistics 
managers. That is the situation. We’ve uncovered two deficiencies 
really as a result of this audit and this is work that we’ve done in 
the past. 

Mr. Kucinich. So this is not just a matter of things from 40 
years ago. You are saying, it is ongoing problems? 

Mr. Warren. Particularly with regard to inventory. And that is 
why — and I think the Department would say they have an effort 
that Nelson referred to to be complete in the year 2000 — ^they call 
it total asset visibility. The Department would like to get total 
asset visibility of all the assets that they own and they recognize 
that they desperately need to do that, and that’s a management 
initiative in the logistics community so that they can operate in the 
same way that UPS does, for example. 

Mr. Kucinich. You know, I appreciate your dialog here because 
it helps us to better understand where you are coming from. And 
again, none of this is meant to construe on anyone’s part here a 
lack of diligence. We recognize as the testimony of the Inspector 
General for the Department of Defense that there are some historic 
inadequacies in financial management. We also have an obligation 
to try to see, can we move from that paradigm to one in which we 
can have more assurance that the resources are being managed in 
a way that is responsible and that we can verify and account for 
them. 

Mr. Lieberman. Can I make one other quick point of clarifica- 
tion? 

Mr. Horn. Sure. I’m going to pursue some of this anyhow. Go 
ahead. 

Mr. Lieberman. I can’t really sit here and let the idea pass by 
that we’re looking for 50-year old bills or receipts. We know that 
such things don’t exist. The problem is to come up with some way 
of reliably estimating what these facilities are worth at the present 
time. And we are working very hard, as Nelson indicated, with 
GAO, 0MB, and the Department in trying to figure out models to 
use. 

There have been two attempts. Frankly, both have busted be- 
cause we’ve tested the costs coming out of the model for example 
for a 50-year-old — I’ll use warehouse again — against those ware- 
house facilities where we actually did have data and we know what 
they cost and stuff like that; and we had such wide variances that 
both models obviously didn’t work. But we’re going to keep trying 
because that’s the only way out of this, other than just to write it 
off somehow as immaterial and get it out of the statements, which 
I don’t think is a viable option. 

Mr. Kucinich. Thank you, Mr. Chairman. 

Mr. Horn. Let me pursue some of this, because I am just curious 
what we are seeking in the financial accounting system. Are we 
seeking a separate system that simply lists inventory? Maybe you 
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look at it as you would a capital budget in a corporation where cer- 
tain things are above $2 million or something are considered one 
way, and all the little pieces and screwdrivers and all the rest of 
it are just a lump sum the other way. What are we trying to accom- 
plish? Are we trying to just say, it’s here? Or are we saying, well, 
what is the replacement cost on this and keeping updated on re- 
placement in terms of the value that would be assigned to that par- 
ticular item? 

Who has got the answer to this as the best way to go about that? 

Mr. Toye. Mr. Chairman, from a financial statement perspective, 
the end result is to accurately reflect the dollar value in the finan- 
cial statement. 

Mr. Horn. And which dollar value are you taking, replacement 
cost, amortized cost? 

Mr. Toye. If we’re talking property, the current standard asks us 
to use the historical cost. The instances that we’ve been talking 
about, where we’re struggling, is where we don’t have the records 
to demonstrate the historical cost. We may even have an entry into 
our records that tell us what the historical costs were at the time 
of purchase, but we are unable to support that with documentation 
to demonstrate that that number is indeed accurate. But the stand- 
ard is historical cost, not replacement cost for property. 

There are some exceptions. Inventory you have a choice, you can 
use historical costs or you can use the latest acquisition cost. But 
by and large, the property standard is the historical cost. 

Mr. Horn. How is current acquisition cost any different from re- 
placement cost? 

Mr. Toye. Some people might say that it is the same. The pri- 
mary or technical difference might be that the latest acquisition 
cost is the last purchase. The replacement cost might be viewed as 
the price of the next purchase. 

Mr. Horn. It seems to me you have to sort this into a number 
of different categories, just to make logical sense. If you are budget- 
ing, that means we need to look at the replacement cost. If you are 
simply saying, this is the total value because we are running an 
accounting system, not an inventory system of 8,000 widgets here, 
we are putting a value on them. And the value, as you say, could 
be the historic cost. Frankly, it would mean nothing, in my humble 
opinion; I would not even look at an accounting sheet that way. 

Unless it is land, I would want an auction to see what that land 
is worth. Because no appraiser would be able to go on a military 
base, like Fort Ord, and say, well, for seaside in Monterey we sell 
land for this maybe, but that is not what happened at Ford Ord. 
It is a university; it is a number of other nonprofits and so forth 
that are there. 

So how do you really pick that cost? I will leave it to the account- 
ants to worry about. But it seems to me, there has got to be some 
sensible system for the managers that are trying to manage the 
Department of Defense, and you want to know, what are my obliga- 
tions down the line? How much is this going to cost me, if some- 
body is drunk at night and runs this contraption over a cliff? And 
we need to know, what is the experience? How many incidents like 
that have we had? How many things did we replace last year? That 
makes some sense to me in an accounting and budgeting system. 
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Also I would like to know, just on your computing side, to what 
degree between now and the year 2000 on both the 2000 problem 
and getting you to get a financial statement that makes sense — do 
we need replacements of hardware or is it simply software? Could 
you enlighten me on that? 

Mr. Toye. Yes, Mr. Chairman. I do need to say I couldn’t agree 
with you more with regard to the accounting data as opposed to the 
budget data. The information in some cases is not the same. It 
should not be the same, and they are used for different purposes. 

With regard to the computer issues, let’s take the year 2000 
issue first, if I may. In the financial world, the Department has 
identified those financial systems that are not year 2000 compliant 
and those that are compliant. The Department has a plan for mak- 
ing compliant those systems that are not compliant. It has a sched- 
ule to make those systems compliant. And I fully expect that the 
Department and the financial community will indeed make those 
systems compliant long before — ^I shouldn’t say “long,” but certainly 
before the year 2000. 

With regard to your second question as relates to audited finan- 
cial statements, the Department does not project at the current 
time that it will be able to modify all of its financial management 
systems by the year 2000. It will be beyond that before the Depart- 
ment can bring its accounting and finance systems into compliance 
with the current accounting requirements. 

Mr. Horn. Now, is that effort headed basically by your shop, the 
Under Secretary for Comptroller/Chief 

Mr. Toye. The Chief Financial Officer, the Under Secretary of 
Defense, Comptroller, Mr. Bill Lynn, is indeed responsible for en- 
suring that the financial management systems are brought into 
compliance. The Defense Finance and Accounting Service is the op- 
erating arm of the Comptroller organization that is actually doing 
the work. 

Mr. Horn. Is there a plan where people are meeting weekly and 
making sure things are being done to conform to getting this thing 
implemented by the year 2000? 

Mr. Toye. Yes, there is. The Department has had a plan for a 
number of years, and at the direction of the Congress is currently 
doing another plan, a concept of operations, which will address sys- 
tem issues in more detail. 

Mr. Horn. Let me ask you, is there any difference in the ac- 
counting systems used for the Active forces versus the Reserve 
forces both in terms of the methodology but also in the computers 
they have or do not have? In other words, have the Reserve forces 
been sort of given the leftovers of one generation and tr 3 dng to keep 
track of their financial and inventory matters, contractual matters 
in any different way than the Active forces? 

Mr. Toye. I certainly wouldn’t characterize the systems of the 
Reserve components as leftover systems. 

Mr. Horn. No. I’m just saying, are there? 

Mr. Toye. As I indicated, earlier in 1991 we had 324 systems, 
each one of them different. We’re now down to 156 finance and ac- 
counting systems, each one different. We are headed toward 32 sys- 
tems as our objective. So the answer has to be, yes, the systems 
we have today are different, they operate on different hardware. 



399 


they use different software. The idea is, when we perform similar 
functions to try to consolidate similar functions onto similar sys- 
tems. We certainly are not there at this point in time. 

Mr. Horn. Is there any comment any of the others of you want 
to make on what you have heard from the Department of Defense, 
any further comments from anybody? This is your last chance. 

Yes, Ms. Jacobson. 

Ms. Jacobson. I would just emphasize that the logistics issue is 
a real issue of not having adequate visibility over the assets from 
a logistical standpoint and the financial accounting system. It is 
not a question of paperwork. The examples that we gave on CBXS, 
the Army’s visibility system, their goal is to have 98 percent visi- 
bility of that equipment at all times. The work we did showed at 
a maximum they had 87 percent visibility over their assets. That’s 
a 13 percent invisibility. And that means inefficiency as well. 

So I would just say, it is not a question and I emphasize that it 
is not a question of paperwork, but is truly a question of whether 
they now know where their assets are and how many they have of 
these items. 

Mr. Horn. Well, I guess I would need to know from Mr. Lynn 
and from Mr. Kaminski’s shop, are you working together to get a 
common definition here, or has that already been decided and de- 
fined and set up so people have a goal, they know what to achieve? 

Mr. Toye. The Department has a number of initiatives under 
way. The Department fully recognizes that we cannot achieve 
auditable financial statements without closer working relationships 
between the financial management community and many other 
communities within DOD. One of the efforts that is ongoing within 
the Department is the standardization of data to ensure that when 
we say. A, we all understand that and all speak the same language 
and have the same interpretation of similar words. 

So those efforts are under way within DOD, yes, sir. 

Mr. Horn. Good. Anything you want to say about what anything 
else on the GAO, the IG’s group, any comments you have? 

Ms. Spector? I just want to make sure the dialog is out on the 
table. 

Mr. Toye. I would just like to say, Mr. Chairman, again just to 
reiterate, that I am an accountant. Financial management is im- 
portant to me. I will indicate to you that I met with the Secretary 
of Defense earlier this week. The Secretary is interested in finan- 
cial management. The Department takes this seriously. It has 
plans under way. It is not moving as quickly as others may want 
us to move. We’re moving at a deliberate pace. It’s a big organiza- 
tion. We take it seriously. We’ll get the job done. It just will take 
some time. 

Mr. Horn. Well, I appreciate that. And let me just say I want 
to thank each of you for coming. 

I want to make a few announcements in closing. 

Tomorrow we will continue our series of hearings on financial 
management in the Federal Government’s executive branch, and at 
that will be the Social Security Administration, and we will be dis- 
cussing how they have achieved their effective financial manage- 
ment in a lessons-learned type thing. They have been sort of at the 
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“A” level of all the things we have been grading on, including stra- 
tegic plans, financial management plans, and so forth. 

Next Tuesday, April 21st, is about the time of the 20th anniver- 
sary of the Inspector Generals; and we will be having a hearing 
with them and they will be presenting testimony on oversight as 
to whether the act under which they have existed now for two dec- 
ades should be revised in any way. 

Finally, next week, on Friday, April 24, we will be holding a joint 
hearing with two subcommittees. Health and Environment, and 
Oversight and Investigations, of the Committee on Commerce, with 
ourselves, looking at the Health Care Financing Administration’s 
finances. We are going to see what HCFA is doing. And given the 
consolidated audit and balance sheet that they put out recently, the 
conclusions were drawn that there are about $20.3 billion in erro- 
neous Medicare payments. So we will obviously be pursuing that. 

I want to thank the staff that helped put together this hearing: 
J. Russell George, who is seated behind me, staff director and chief 
counsel; seated to my left, your right, Dianne Guensberg, detailee 
from the General Accounting Office; and, Pentagon, we welcome 
your detailees over here — we are not biased, but any experts, we 
are willing to tap their brains as long as you pay them — John 
Hynes, professional staff member; Matthew Ebert, clerk; Mason 
Alinger, staff assistant; David Coher, intern — this is his last hear- 
ing with us; he is going to go back to full-time study at USC. That 
is not the University of South Carolina, Easterners; that is the 
University of Southern California. And then Kami White, intern. 

And then on the Democratic side we have Mark Stephenson, pro- 
fessional staff member. And Jean Gosa is their clerk. And then our 
faithful court reporters, who are tired of listening to all of this, I 
am sure, Ryan Jackson and Doreen Dotzler. We thank you all. 

This subcommittee will be in recess until tomorrow morning. 

[Whereupon, at 12:55 p.m., the subcommittee was adjourned, to 
reconvene on TXiesday, April 21, 1998.] 



OVERSIGHT OF FINANCIAL MANAGEMENT 
PRACTICES AT THE SOCIAL SECURITY AD- 
MINISTRATION 


FRIDAY, APRIL 17, 1998 

House of Representatives, 

Subcommittee on Government Management, 
Information, and Technology, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2154, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representatives Horn and Kucinich. 

Staff present; J. Russell George, staff director and chief counsel; 
John Hynes, professional staff member; Matthew Ebert, clerk; and 
Faith Weiss and Julie Moses, minority professional staff members. 

Mr. Horn. The Subcommittee on Government Management, In- 
formation, and Technology, having adjourned yesterday afternoon, 
now reassembles for the third in a series of hearings that lead from 
the consolidated statement that was issued last week on the execu- 
tive branch. 

We are here today to discuss the status of financial management 
practices and information at the Social Security Administration. 
This is the fourth in a series of hearings looking at financial man- 
agement in the executive branch of the Federal Government. 

Two weeks ago, this subcommittee held a hearing on the first 
ever audit in the history of the country of the executive branch of 
the government. It was govemmentwide. There were a couple of As 
given. There were a couple of Bs. There were no Cs. There were 
mostly Ds and Fs and incompletes, so we aren’t done with the 
problem yet. But Social Security was the A type, and that is why 
we are glad to have them here this morning. 

We have started exploring the status of financial management in 
various key agencies. On Wednesday, April 15, a day that shall go 
down in history for many of us, we looked at efforts under way to 
address management problems of the IRS, and we asked Commis- 
sioner Rossotti tough questions about the persistent technology 
problems that have plagued that agency. 

As I was doing that, I was thinking how the Social Security Ad- 
ministration has been ahead of every other agency in this Govern- 
ment in terms of the year 2000 problem, where you are moving 
from the two-digit year that they dreamed up in the 1960’s, when 
we were desperate for computer capacity, to the four-digit year, if 
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we are not going to have absolute chaos on January 1st, 2000, and 
we congratulate this agency for doing it on your own initiative. 
Congress didn’t have to tell you. The President didn’t have to tell 
you. You did it because you knew what the implications would be, 
and all the other agencies can learn an awful lot from your experi- 
ence. 

Yesterday we discussed the need for remedial actions at the De- 
partment of Defense to correct longstanding and severe problems 
in achieving even the most basic level of fiscal accountability. 

The Social Security Administration was the first agency to com- 
plete this year’s audit. It was also one of the first agencies to have 
its financial statements audited under a pilot project back in 1990. 
In fiscal year 1997, the Social Security Administration received a 
clean opinion on its financial statements for the 4th year in a row. 

The Social Security Administration has been able to provide 
timely and reliable information related to its financial operations, 
as we found in our hearing 2 weeks ago on the consolidated govern- 
mentwide financial statements of the executive branch. Indeed, 
that was no small feat. 

I commend the Social Security Administration on its accomplish- 
ments. The audit report did specify two instances of noncompliance 
with laws and regulations. Despite the Social Security Administra- 
tion’s general success, we cannot ignore those issues. 

This hearing will focus on lessons learned and best practices 
from the Social Security Administration that could assist other 
Federal agencies in financial management reform efforts. 

The subcommittee is interested in the successful actions taken by 
the Social Security Administration to implement the Chief Finan- 
cial Officer’s Act, which grew out of this committee and is the law 
of the land. We are also interested in how the Social Security Ad- 
ministration is responding to compliance issues that have been 
raised in the auditor’s reports, and we welcome the witnesses this 
morning to enlighten us on some of these subjects. 

[The prepared statement of Hon. Stephen Horn follows:] 
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"Oversight of Financial Management Practices at the 
Social Security Administration’’ 

April 17. 1998 

OPENING STATEMENT 
REPRESENTATIVE STEPHEN HORN (R-CA) 

Chairman, Subcommittee on Government Management, 
Information, and Technology 


We are here today to discuss the status of financial management practices and 
information at the Social Security Administration. This is the fourth in a series of 
hearings looking at financial management in the Federal government. Two weeks ago 
this subcommittee held a hearing on the first-ever audit of the Government’s consolidated 
govemmentwide financial statements. 

We then started exploring the status of financial management at key agencies. On 
Wednesday- April 15-we looked at efforts underway to address management problems at 
the Internal Revenue Service and asked the IRS Commissioner some tough questions 
about the persistent technology problems that have plagued the agency. Yesterday, we 
discussed the need for remedial actions at the Department of Defense to correct long- 
standing and severe problems in achieving even the most basic level of accountability. 

The Social Security Administration was the first agency to complete this year’s 
audit. Social Security was also one of the first agencies to have its financial statements 
audited under a pilot project in 1990. In fiscal year 1997, the Social Security 
Administration received a clean opinion on its financial statements for the fourth year in a 
row. 


The Social Security Administration has been able to provide timely and reliable 
information related to its financial operations; as we found in our hearing two vt'eeks ago 
on the consolidated govemmentwide financial statements of the Federal Government, this 



404 


is no small feat I want to commend the Social Security Administration on its 
accorapUshments. I should note, however, that the audit report noted two instances of 
noncoinpliance with laws and regulations. Despite the Social Security Administration’s 
general success, we cannot ignore these issues. 

This hearing will focus on lessons learned and best practices from the Social 
Security Adminishation that could assist other Federal agencies in financial management 
reform efforts. The subcommittee is interested in the actions taken by the Social Security 
Administration that enabled it to successfully implement the Chief Financial Officers Act. 
We also want to know how the Social Security Administration is responding to the 
compliance issues raised in the auditor’s report. 

We welcome the wimesses and look forward to their testimony. 


2 
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Mr. Horn. I do not see the ranking member at this point, so we 
will go ahead and we will swear in the witnesses for the first panel. 

We have Mr. Dyer here, the Acting Principal Deputy Commis- 
sioner, representing the Social Security Administration. We have 
David Williams, the Inspector General of the Social Security Ad- 
ministration. He is accompanied by Pamela Gardiner, the Assistant 
Inspector General for Audit. And Mr. Daniel Devlin, I believe, was 
going to be here. Is he here? Why don’t you join us at the table. 
Deputy Assistant Inspector General for Audit. 

If you will raise your right hands. 

[Witnesses sworn.] 

Mr. Horn. The clerk will note that all four witnesses have af- 
firmed the oath. 

We will proceed with the ranking person from the Social Security 
Administration, Mr. John R. Dyer. 

Mr. Dyer, please proceed. 

STATEMENT OF JOHN R. DYER, ACTING PRINCIPAL DEPUTY 
COMMISSIONER, SOCIAL SECURITY ADMINISTRATION 

Mr. Dyer. Good morning, Mr. Chairman, and thank you and the 
members of your subcommittee for this opportunity to testify about 
the Social Security Administration’s audited financial statement as 
contained in the Social Security Administration’s Accountability 
Report for Fiscal Year 1997. 

Let me briefly review SSA’s financial position at the end of fiscal 
year 1997. For fiscal year 1997, the Statement of Financial Position 
reflects total assets of $649 billion, a 14 percent increase over the 
previous year. This increase is attributable to the steady growth of 
the Old Age, Survivors and Disability Insurance Trust Fund re- 
serves, which were invested to generate $42 billion of interest in- 
come, an increase of $5 billion compared to fiscal year 1996. 

The OASDI trust funds own 99 percent of SSA’s assets, of which 
$631 billion are investments that are only converted to cash when 
needed to pay benefits and other expenses. Revenue and other fi- 
nancing sources increased by 7 percent to $481 billion in 1997. In 
1997, the administrative expenses for all of SSA’s programs only 
used 1.4 percent of our total revenue and financing resources. SSA 
is committed to efficiency and has been successful in directing most 
revenues to current and future beneficiaries. 

Now let me provide some background and history on Social Secu- 
rity’s audited financial statements and the Accountability Report. 
The Social Security Administration, as an agency, has been prepar- 
ing audited financial statements on an annual basis since fiscal 
year 1987. Fiscal year 1997 represents the 4th consecutive year 
that SSA’s financial statements have received an unqualified and 
clean audit opinion. 

Our financial statements were prepared consistent with the re- 
quirements of the Federal Accounting Standards Advisory Board, 
the Office of Management and Budget, the Chief Financial Officers 
Act, and other relevant Federal statutes. 

The Social Security Administration has also demonstrated its 
leadership in external reporting by participating as an Accountabil- 
ity Report pilot agency since fiscal year 1995. 
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In addition to audited financial statements, an accountability re- 
port consolidates the mandatory reporting requirements of the 
Chief Financial Officers’ Act, Prompt Payment Act, Debt Collection 
Act, Federal Managers’ Financial Integrity Act, and reports on 
numbers of financial program performance measures, in advance of 
the Government Performance and Results Act, GPRA, statutory 
deadlines, which help SSA’s ability to achieve its strategic goals. 

In cooperation with our Office of Inspector General, beginning in 
fiscal year 1996, the Accountability Report incorporated the Inspec- 
tor General’s Semiannual Report to the Congress. In addition to 
the complete discussion of management’s activities for the year, the 
Accountability Report also provides a summary of significant audit 
and investigative work accomplished by the Inspector General. 

We are currently the only Federal agency to incorporate this re- 
porting requirement into the Accountability Report. Not only are 
SSA’s financial statements and accountability reports financially 
sound and comprehensive, they are also timely. 

SSA’s Fiscal Year 1997 Accountability Report was issued on No- 
vember 21, 1997, only 52 days following the close of the fiscal year. 
In issuing the report so timely, SSA’s report was the only one 
issued early enough to be considered in developing the President’s 
fiscal year 1999 budget. 

The Accountability Report serves many customers both outside 
and within SSA. We view this document as an important vehicle 
to share the information with the taxpayers and beneficiaries, 
which in turn helps build confidence in the Social Security program 
by assuring the public that taxpayer dollars are managed wisely. 
We proudly post this report on the Internet and have distributed 
nearly 2,000 hard copies to date. 

However, the information contained in the Accountability Report 
is not just compiled at the year end for reporting purposes. To 
make use on a day-to-day basis of the information gathered for the 
Accountability Report, SSA has developed a powerful tool to dis- 
seminate information to executives and managers, the Executive 
and Management Information System, or as we refer to it, EMIS. 
EMIS is available to SSA executives on our intranet and is updated 
monthly. This system tracks current year workload processing 
against both stated current year goals and prior year processing for 
many common workloads; for example, the number of disability 
claims processed in total and by region and by State. 

This type of performance measure system is vital in the shift 
from managing resources to managing for results as the Results 
Act and other recent legislation require. The key performance 
measures of SSA’s annu^ performance plan which support our 
strate^c goals are closely monitored through the EMIS. In fact, our 
executives meet monthly to review the agency’s key initiatives, 
goals and objectives, using the performance information dissemi- 
nated through EMIS. This constant monitoring is necessary to en- 
sure management is aware of any performance trends before com- 
pilation of the Accountability Report. 

Building on the success of previous audits conducted by the Of- 
fice of the Inspector General, we expanded the scope of our fiscal 
year 1997 financial statement audit by contracting to have Price 
Waterhouse, under the Inspector General oversight, audit our fi- 
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nancial statements, systems of internal control and compliance 
with laws and regulations. This expanded effort gives greater as- 
surance that SSA is being managed both efficiently and effectively. 
In addition to the clean opinion we received on our fiscal year 1997 
financial statements, Price Waterhouse also determined that SSA’s 
systems of accounting and internal control were in compliance with 
the internal control objectives of the Office of Management and 
Budget Bulletin 93-06 in all material respects. 

Price Waterhouse’s expanded scope resulted in suggestions to im- 
prove SSA’s internal control structure in areas such as protecting 
information, continuity of operations, software development, sepa- 
ration of duties, and quality control. We have already taken correc- 
tive action on many recommendations and are continuing an open 
and honest dialog with Price Waterhouse and the Inspector Gen- 
eral to discuss additional actions to further strengthen our internal 
control structure. 

Mr. Chairman, SSA wants to make it clear that nothing is more 
important in operating our programs than ensuring that the public 
has confidence in us when it comes to information that is placed 
in our trust. We will do whatever is necessary to assure this sub- 
committee and the American people that SSA’s stewardship over 
their personal information and financial assets is beyond reproach. 

As you can see, we are working with the auditors to address 
their recommendations. I expect to have most implemented by July 
31. We do not view this as a completed product, though. As history 
shows, we are continuing to improve our operations and are fully 
prepared to meet any new challenges which may arise. We appre- 
ciate the support provided by your subcommittee in particular, the 
Congress in general, and I would be happy to answer any of your 
questions. Thank you, Mr. Chairman. 

Mr. Horn. We appreciate that statement. 

[The prepared statement of Mr. Dyer follows:] 



408 


Thank you Mr. Chairman and Members of the Subcommittee for this opportunity 
to testify about the Social Security Administration's (SS A) audited financial 
statement as contained in SSA's Accountability Report for Fiscal Year (FY) I W7. 

Let me briefly review SSA’s financial position at the end of Fiscal Year 1997. For 
FY 1997, the Statement of Financial Position reflects total assets of S()49 billion, a 
14 percent increase over the previous year. This increase is attributable to the 
steady growth of the Old Age, Survivors, and Disability Insurance (OASDI) Trust 
Fund reserves which were invested to generate S42 billion of interest income, an 
increase of $5 billion compared to FY 1996. The OASDI Trust Funds own 99 
percent of SSA's assets of which S63I billion are investments that are only 
converted to cash when needed to pay benefits and other expenses. Revenues and 
other financing sources increased by 7 percent to $48 1 billion. In FY 1 997, 
administrative expenses for all SSA programs only used 1 .4 percent of our total 
revenue and financing sources. SSA is committed to efficiency and has been 
successful in directing most revenues to current and future beneficiaries. 

Now, let me provide some background and history on SSA's audited financial 
statements and the Accountability Report. On April 1, 1998, this Subcommittee 
held a hearing on the Consolidated financial statements of the federal government 
for Fiscal Year 1997 which was prepared by the Department of the Treasury This 
was the first such government-wide financial statement ever prepared. In 
perspective, the Social Seevrit; ' ' nistration, as an agency, has been preparing 
audited financial statements on an annual basis since Fiscal Year 1987. Fiscal 
Year 1997 represents the fourth consecutive year that SSA's financial statements 
have received an unqualified, or clean, audit opinion. Our financial statements 
were prepared consistent with requirements of the Federal Accounting Standards 
Advisory Board, the Office of Management and Budget, the Chief Financial 
Officers' Act and other relevant Federal statutes. 

The Social Security Administration has also demonstrated its leadership in 
external reporting by participating as an Accountability Report pilot agency since 
Fiscal Year 1995. In addition to audited financial statements, an Accountability 
Report consolidates the mandatory reporting requirements of the Chief Financial 
Officers' Act, Prompt Payment Act, Debt Collection Act, Federal Managers' 
Financial Integrity Act and reports on a number of financial and program 
performance measures (in advance of Government Performance and Results Act 
(GPRA) statutory deadlines) which help assess SSA's ability to achieve its 
strategic goals. 

In cooperation with our Office of Inspector General and beginning in Fiscal Year 
1996, the Accountability Report incorporated the Inspector General's Semiannual 
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Report to the Congress. In addition to the complete discussion of management's 
activities for the year, the Accountability Report also provides a summary of the 
significant audit and investigative work accomplished by the Inspector General. 
We are currently the only Federal agency to incorporate this reporting requirement 
into the Accountability Report. 

Not only are SSA's financial statements and .Accountability Report financially 
sound and comprehensive; they arc also timely. SSA's FY 1997 Accountability 
Report was issued on November 21, 1997, only 52 days following the close of the 
fiscal year. In issuing the report so timely, SSA's report was the only one issued 
early enough to be considered in developing the FY 1999 President's Budget. 

The Accountability Report serves many customers both outside and within SSA. 
We view this document as an important vehicle to share information with 
taxpayers and beneficiaries which in turn helps build confidence in the Social 
Security program by assuring the public that taxpayer dollars are managed wisely. 
We proudly post this report on the Internet and have also distributed nearly 2,000 
hard copies to date. Flowever, the information contained in the Accountability 
Report is not just compiled at year end for reporting purposes. To make use, on a 
day-to-day basis, of the information gathered for the Accountability Report, SSA 
has developed a powerful tool to disseminate information to executives and 
managers, the Executive and Management Information System or EMIS. 

While the information contained in the Accountability Report can be viewed as the 
top of the information pyramid, EMIS contains the raw baseline data, broken into 
more manageable pieces, used to make daily decisions. EMIS is available to SSA 
executives on our Intranet and is updated monthly. This system tracks current 
year workload processing against both stated current year goals and prior year 
processing for many common workloads, for example the number of disability 
claims processed in total and by region. So if the number of claims processed in a 
region deviated significantly from the prior year, management can ask the 
questions necessary to uncover the reasons and, if necessary, quickly take 
appropriate action. This type of performance measurement system is vital in the 
shift from managing resources to managing for results as the Results Act and other 
legislation requires. 

The key performance measures from SSA's Annual Performance Plan which 
support our strategic goals are closely monitored through the EMIS. In fact, our 
executives meet monthly to review the Agency's key initiatives, goals and 
objectives using the performance information disseminated through EMIS. This 
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constant monitoring is necessary to ensure management is aware ot any 
performance trends before compilation of the Accountability Report. 

We at SSA recognize the importance of the Social Security program to every 
American, and we strive not only to meet legislative requirements bul exceed 
them. In our continuing effort to improve our operations and build public 
confidence, working with the Congress, we have increased Inspector General 
resources thus helping ensure that every dollar entering the trust funds is used to 
pay the correct benefit amount and administer the program as efficiently as 
possible. 

Building on the success of previous audits conducted by the Office of Inspector 
General, we expanded the scope of our Fiscal Year 1997 financial statement audit 
by contracting to have Price Waterhouse, under Inspector General oversight, audit 
our financial statements, system of internal controls and compliance with laws and 
regulations. This expanded effort gives greater assurance that SSA is being 
managed both efficiently and effectively. In addition to the clean opinion we 
received on our Fiscal Year 1997 financial statements. Price Waterhouse also 
determined that SSA's systems of accounting and internal controls were in 
compliance with internal control objectives in Office of Management and Budget 
Bulletin 93-06 in all material respects. 

Price Waterhouse's expanded scope resulted in suggestions to improve SSA's 
internal control structure in areas such as protecting information, continuity of 
operations, software development, separation of duties and quality control. We 
have already taken corrective action on many recommendations and are continuing 
an open and honest dialog with Price Waterhouse and the Inspector General to 
discuss additional actions to further strengthen our internal control structure. 

Mr. Chairman, SSA wants to make it clear that nothing is more important in 
operating our programs than ensuring that the public has confidence in us when it 
comes to information that is placed in our tiaist. We will do whatever is necessary 
to assure this Subcommittee and the American people that SSA's stewardship over 
their personal information and financial assets is beyond reproach. As you can see 
we are working with the auditors to address their recommendations. 1 expect to 
have most implemented by July 3 1 , But we do not view this as a completed 
product. As history shows, we are continuing to improve our operations and are 
fiilly prepared to meet any new challenges which may arise. We appreciate the 
support provided by your Subcommittee in particular and Congress in general. 1 
would be happy to answer any of your questions. 
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Mr. Horn. I now call on the Inspector General of Social Security, 
David Williams. 

Mr. Williams. 

STATEMENT OF DAVID C. WILLIAMS, INSPECTOR GENERAL, 

SOCIAL SECURITY ADMINISTRATION, ACCOMPANIED BY 

PAMELA GARDINER, ASSISTANT INSPECTOR GENERAL FOR 

AUDIT, SOCIAL SECURITY ADMINISTRATION; AND DANIEL R. 

DEVLIN, DEPUTY ASSISTANT INSPECTOR GENERAL FOR 

AUDIT, SOCIAL SECURITY ADMINISTRATION 

Mr. Williams. Chairman Horn and Mr. Kucinich, thank you for 
the opportunity to appear here today to discuss the recent audit of 
the Social Security Administration’s financial statements. 

The Chief Financial Officers Act of 1990 requires the Inspector 
General or an independent auditor named by the Inspector General 
to audit SSA’s financial statements. This annual review serves 
three purposes. It contributes to the increased public confidence in 
Social Security by attesting to the accountability of its resources. 
It identifies significant problems in SSA’s control systems and rec- 
ommends corrective actions. And it aids congressional oversight by 
showing areas where Congress can work with SSA to improve the 
Social Security system. 

Although this is the 11th year SSA has been producing audited 
financial statements, it was the first year an independent public 
accounting firm was hired to conduct the audit. The Office of In- 
spector General contracted with the IPA firm Price Waterhouse to 
conduct the audit. The IPA conducted the audit efficiently, effec- 
tively and in a short timeframe. I believe the IPA was able to con- 
duct this audit so efficiently because of three factors. SSA’s ac- 
counting function and management systems are centralized; there 
was a beneficial knowledge base from the previous years’ financial 
audits; and the IPA had demonstrated expertise in areas covered 
by the audit. 

SSA’s accounting and financial management functions are cen- 
tralized, and the primary source of SSA’s accounting data is inter- 
nal. SSA’s national computer center serves as its central data proc- 
essing center by controlling all of the application systems that are 
used by facilities nationwide. This centralized structure combined 
with an internal source of accounting data provides for the efficient 
use of audit resources because it allows auditors to focus on one lo- 
cation. 

The IPA assigned 90 auditors whose expertise was in financial 
and systems auditing to conduct this audit. Because SSA’s central- 
ized accounting function has not changed significantly over the last 
11 years, the auditors were able to rely on previous assessments 
to identify high-risk areas and plan sufficient audit coverage to re- 
view those areas. 

The IPA gave SSA’s financial statements an unqualified opinion. 
An unqualified opinion represents an assurance that the financial 
statements and related accounting systems are free from material 
error and generally comply with significant laws and regulations. 

The IPA also found five significant deficiencies in SSA’s general 
controls environment. These deficiencies undermine the overall in- 
tegrity of elements of the data processed through SSA’s automated 
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systems. Specifically the IPA found that SSA needs to improve con- 
trols to protect its information; improve and fully test its plan for 
maintaining continuity of operations; improve its software applica- 
tions development and change control policies on procedures; im- 
prove controls over insufficient separation of duties; and improve 
quality control activities. 

The IPA cited concerns or instances of noncompliance with the 
Federal Financial Management Improvement Act and rec- 
ommended that the first four of the deficiencies be reported as ma- 
terial weaknesses under the Federal Managers’ Financial Integrity 
Act of 1982. Citing the limited details in the first report, SSA stat- 
ed that it was unable to fully respond to these deficiencies. After 
receiving two subsequent management letters, SSA was better in- 
formed on the basis of these problems and agreed to take action on 
most of the IPA’s recommendations. In keeping with SSA’s goal of 
rebuilding public confidence, the Commissioner made resolving the 
IPAs findings as a top priority. 

Another of the agency’s priorities is the implementation of the 
Government Performance and Results Act, which contains a re- 
quirement to improve the confidence of the American people by 
holding Federal agencies accountable for achieving program re- 
sults. In fulfilling this priority, SSA faces several challenges. 

SSA must develop new ways of measuring the financial cost of 
its programs, which is in an integral part of measuring perform- 
ance. Accurately measuring the true cost of its operations is a sig- 
nificant challenge to SSA because of standing concerns with its ex- 
isting cost accounting system and the increased expectations con- 
tained in the new cost accounting standards that were recently 
issued by the Joint Financial Management Improvement Program. 
By implementing the managerial cost accounting standards, SSA 
can provide adequate, timely information on the full cost of its pro- 
grams. 

In conclusion, I believe this audit was successful on two fronts. 
First, it revealed specific areas where SSA needs to strengthen its 
financial management. Second, it gave SSA, Congress, and the 
public a better awareness of the adequacy of SSA’s stewardship. I 
believe the successes of this audit will contribute to improving the 
oversight and operations of SSA. Thank you. 

Mr. Horn. We thank you. That was a very helpful statement, 
and we will get into it more in the question period. 

[The prepared statement of Mr. Williams follows:] 
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Chairman Horn and members of the Subcommittee, thank you for the 
opportunity to appear here today to discuss the recent audit of 
the Social Security Administration's (SSA) financial statements. 


The Chief Financial Officers Act of 1990 requires that the 
Inspector General (IG) or an independent auditor named by the IG 
audit SSA's financial statements. This annual review serves 
three purposes: (1) it contributes to increased public 
confidence in Social Security by attesting to the accountability 
of its resources, (2) it identifies significant problems in SSA's 
control systems and recommends corrective actions, and (3) it 
aids congressional oversight by showing areas where Congress can 
work with SSA to improve the Social Security system. 


Although this is the ninth year SSA has been producing audited 
financial statements, it was the first year an Independent Public 
Accounting (IPA) firm was hired to conduct the audit. The Office 
of the Inspector General contracted with the IPA firm Price 
Waterhouse to conduct the audit. The IPA conducted the audit 
efficiently, effectively, and in a short time frame. I believe 
the IPA was able to conduct this audit so efficiently because of 
three factors: (1) SSA’s accounting function and management 
systems are centralized; (2) there was a beneficial knowledge 
base from the previous years* financial audits; and (3) the IPA 
had a demonstrated expertise in the areas covered by the audit. 
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SSA's accounting and financial management functions are 
centralized, and the primary source of SSA's accounting' data is 
internal. SSA's National Computer Center serves as SSA's central 
data processing center by controlling all of the application 
systems that are used by SSA facilities nationwide. This 
centralized structure combined with an internal source of 
accounting data provides for an efficient use of audit resources 
because it allows auditors to focus many of their resources on 
one location. 


The IPA assigned 90 auditors whose expertise was in financial and 
systems auditing to conduct this audit. Because SSA's 
centralized accounting function has not changed significantly 
over the last 9 years, the auditors were able to rely on previous 
assessments to identify high-risk areas and plan sufficient audit 
coverage to review those areas. 


The IPA gave SSA's financial statements an unqualified opinion. 

An unqualified opinion represents an assurance that the financial 
statements and related accounting systems are free from material 
error and generally comply with significant laws and regulations. 
The IPA also found five significant deficiencies in SSA's general 
controls environment. These deficiencies undermine the overall 
integrity of elements of the data processed through SSA's 
automated systems. Specif ically, the IPA found that SSA needs to 
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• improve controls to protect its information, 

• improve and fully test its plan for maintaining continuity of 
operations , 

• improve its software application development and change 
control policies and procedures, 

• improve controls over insufficient separation of duties, and 

• improve quality control activities. 

The IPA cited concerns or instances of noncompliance with the 
Federal Financial Management Improvement Act and recommended that 
the first four of these deficiencies be reported as material 
weaknesses under the Federal Managers’ Financial Integrity Act of 
1982 . 


Citing the limited details in the first report, SSA stated that 
it was unable to fully respond to these deficiencies. After 
receiving the two subsequent Management Letters, SSA was better 
informed of the basis of these problems and agreed to take action 
on most of the IPA's recommendations. In keeping with SSA's goal 
of rebuilding public confidence, the Commissioner made resolving 
the IPA’s findings a top priority. 
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Anorner ot tne Agency's priorities is the implementation of the 
Government Performance and Results Act, which contains a 
requirement to improve the confidence of the American people by 
holding Federal agencies accountable for achieving program 
results. In fulfilling this priority, SSA faces several 
challenges . 


SSA must develop new ways of measuring the financial cost of its 
programs, which is an integral part of measuring performance. 
Accurately measuring the true cost of its operations is a 
significant challenge to SSA because of standing concerns with 
its existing cost accounting system and the increased 
expectations contained in the new cost accounting standards that 
were recently issued by the Joint Financial Management 
Improvement Program. By implementing managerial cost accounting 
standards, SSA can provide adequate, timely information on the 
full cost of its programs. 


In conclusion, I believe this audit was successful on two fronts. 
First, it revealed specific areas where SSA needs to strengthen 
its financial management, and second, it gave SSA, Congress, and 
the public a better awareness of the adequacy of SSA's 
stewardship. I believe the successes in this audit will 
contribute to improving the oversight and operations of SSA. 
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Mr. Horn. Ms. Gardiner, do you have anything to add to that at 
this point? 

Ms. Gardiner. No. 

Mr. Horn. Mr. Devlin? 

Mr. Devlin. No, sir. 

Mr. Horn. Fine. Then let’s go to questions. 

As part of the fiscal year 1997 audit that Price Waterhouse did, 
where they reported those significant deficiencies in the area of in- 
formation protection, what steps has the Social Security Adminis- 
tration taken or plans to take to alleviate the concerns raised by 
the outside public audit regarding unauthorized access to sensitive 
data, and how much of a problem is it for you, and do you have 
a way of measuring that? And let me throw one more factor out. 
Have you built firewalls within the computer system so they can’t 
completely destroy your records in different areas, such as that? 

Mr. Dyer. Mr. Chairman, let me start out by saying that, when 
Price Waterhouse did its testing of us on access to our data, they 
were not able to penetrate our systems, and that reassures us that 
we have the data and the privacy information of our beneficiaries 
protected. 

Mr. Horn. May I say at that point, do they have any nerds out 
of the local high school? I mean, if these are people that are used 
to computing, that is one thing, but hackers are a breed unto them- 
selves. 

Mr. Dyer. Mr. Chairman, we hire outside consulting groups and 
experts to try to penetrate us. We are constantly maintaining and 
updating. As you know, dealing with nerds and hackers is a never- 
ending business, and I lose sleep at night thinking about it. As you 
know, there is always someone trying to figure out how to get in. 
We have an internal program that is designed to constantly update 
us and keep us beyond hopefully even the state-of-the-art. 

Responding to your question of what they did find, though, is 
they did find that the way we did have our security set up, that 
we didn’t have all our software and all our programs that we 
should have, and it wasn’t integrated. So we are now moving to 
make sure we do integrate all the security and all the systems 
across various other programs that we do not have covered. 

There were also questions about the security of some modems 
that we had that we should not have had, and we have been in the 
process of rapidly removing the modems in question. So we have 
been responding very quickly to these findings. Anything that any- 
body identifies that threatens the security of our data bases, we 
jump on as fast as we can. 

Mr. Horn. Can someone get into one of your files, one of the 
many tens of millions, and change the data that makes them eligi- 
ble for Social Security? 

Mr. Dyer. The only people who can do that are our employees 
who are authorized to do so. 

Mr. Horn. Do you know of any time files have been tamp)ered 
with? 

Mr. Dyer. I am not aware of any time we have been p)enetrated 
by the outside. 

Mr. Horn. How about the Inspjector General, do you know if you 
have been p>enetrated? 
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Mr. Williams. That is our understanding as well, Mr. Chairman. 
And as Mr. Dyer said, the agency has been contracting for some 
time their own people to try to penetrate the system, and although 
we had confidence in them, we felt that an independent firm, such 
as Price Waterhouse, should give it a last check. So this was not 
the first effort to patrol this important area, and I know it won’t 
be the last. 

Mr. Horn. Let me get on the record Ms. Gardiner and Mr. 
Devlin. Do you have any knowledge of penetration of Social Secu- 
rity files by anybody outside the agency? 

Ms. Gardiner. No, sir. 

Mr. Devlin. No, sir. 

Mr. Horn. OK. So you haven’t seen any files that have been tam- 
pered with? 

Mr. Dyer. And we hope never to. 

Mr. Horn. Well, that is amazing. The Pentagon has difficulty. 
Maybe we should send your team over there and help them. They 
are getting about as much money as you are, but we will take a 
look at that one a little further anyhow. 

What worries me, I have seen this happen to credit bureaus and 
credit data and other t 3 TDes like that, and I think the average citi- 
zen simply wants to have some assurance that those files are se- 
cured. As you know, increasingly, whether the government likes it 
or not, or we like it or not, the Social Security number is an identi- 
fier for practically everything that happens in this society. Stu- 
dents are registered in universities that way. Many States require 
them, I think, for voting re^stration. Many of them have other 
uses for it, in terms of the driver’s license and so forth, and all the 
credit cards floating around. You never know what has been taken 
off your credit card once you hand it to the intermediary to pay 
your bill in millions of places around the world. So that, I think, 
worries the average citizen. I am glad to hear your reassurance on 
that, that you have never had an incident of anybody getting 
through into your system to do damage to it or damage to the indi- 
viduals who are part of that system. 

Mr. Dyer. We think it is very important that we do everything 
possible to prevent any unauthorized persons from accessing our 
data bases. 

Mr. Horn. Well, I am delighted to hear that, but I want to know 
if there has ever been any incident, and I have four witnesses 
under oath saying there never has been. 

Now, during 1997, current and former recipients owed the Social 
Security Administration more than $2.6 billion, including $1 billion 
in newly detected overpayments for the year. What additional pro- 
cedures can the Social Security Administration implement to pre- 
vent and detect fraudulent payments for the Supplemental Social 
Security Income Program? 

Mr. Dyer. Mr. Chairman, you are referring to the billion dollars 
or so that was identified for the Supplemental Security Income Pro- 
gram where we have an annual debt? 

Mr. Horn. That is correct. 

Mr. Dyer. We are putting together a plan to improve the man- 
agement of the Social Security program which will address a lot of 
the issues that have been raised and brought to our attention. 
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Mr. Horn. Why don’t you explain for the record, because I think 
the average person in Congress as well as the average citizen isn’t 
aware of the unique relationship that the supplemental Security 
Income Program has, who administers it and what the role of So- 
cial Security is. 

Mr. Dyer. The Supplemental Security Income Program will 
spend about $28 billion, if I remember right, this year and the 
money predominantly goes to low-income elderly and disabled per- 
sons. It was originally created as a supplement so that the elderly, 
who would not have enough money to get them out of the poverty 
level with just the basic Social Security retirement, could have the 
difference, and over the years it has been expanded to cover a large 
portion of our disabled population who really need the resources to 
live and survive on. There are about 6 rnillion people currently re- 
ceiving Supplemental Security Income payments. 

Mr. Horn. Now is there an estimate by the Inspector General as 
to the degree to which fraud occurs in this program, and, if so, 
what is the typical type of case that is considered fraudulent? 

Mr. Williams. This has been a very old problem in identifying 
the universe of fraud, not just for Social Security, but for the entire 
law enforcement community. We don’t have a sense as to the entire 
universe of fraud that exists. We do know the amount we are able 
to tap into. We have the largest hotline operation in the United 
States, and that provides us with a lot of good intelligence. 

We also study very closely the operations that we execute in dif- 
ferent varieties of fraud to try to understand how prevalent the lev- 
els of fraud are. And the levels that we are encountering are the 
levels that you would expect to find for a cash benefit type of pro- 
gram. 

Mr. Horn. What is that particular level that you feel we should 
find? 

Mr. Williams. Could you be more specific? 

Mr. Horn. Is it 10 percent, 20 percent, 30 percent? 

Mr. Williams. That’s the figure that has sort of always eluded 
law enforcement. 

Mr. Horn. Which one? I gave three. 

Mr. Williams. The ability to assign a percentage to what we 
don’t know. We have never been able to do a good job of that, and 
we are sort of in the boat with Customs and the DBA and everyone 
else. 

Mr. Horn. You don’t like those figures. Are they in error? 

Mr. Williams. The percentages you suggested? 

Mr. Horn. I said is it 10 percent fraud, is it 20 percent fraud, 
or is it 30 percent fraud, or higher? 

Mr. Williams. We know the numbers that we are finding. The 
mystery is the numbers that are out there that we have not de- 
tected, so that is what gives me the level of discomfort in support- 
ing any of those figures or in attacking any of those figures. 

Mr. Horn. What are you finding? 

Mr. Williams. We have about 18,000 reports last year of fraud 
within our various programs. And as you said, identity theft is a 
very troubling area involving misuse of the Social Security num- 
bers. Smaller levels are found within the SSA program. 
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Mr. Horn. Well, what programs that you administer have the 
most fraud in it, in the number of cases, and then which has the 
highest percentage? 

Mr. Williams. The SSI program has the highest percentage of 
fraud, as far as just the broad numbers. 

Mr. Horn. What is that percentage? 

Mr. Williams. Well, again, of the 18,000, I am sorry — we do 
have the percentages of that. Of the 18,000 complaints we re- 
ceived — and I would like to provide a more precise number for the 
record, but it seems to me that it’s at about 20 percent of all the 
allegations we receive. 

Mr. Horn. Let me make sure I understand this. You have 18,000 
possible fraud cases. These have been through the hotline, you 
stated? 

Mr. Williams. Yes, sir. 

Mr. Horn. By and large. And the 18,000 are not limited to SSI; 
that is all of the Social Security Administration, or is it limited to 
SSI? 

Mr. Williams. It’s all three of our major programs. 

Mr. Horn. Why don’t you say what the other two are. 

Mr. Williams. The identity theft, misuse of the 

Mr. Horn. No, you say all three of your programs. 

Mr. Williams. Yes, that is one of the investigative programs. We 
have misuse of the Social Security number, the second one is SSI, 
and the third one is Social Security retirement programs. 

Mr. Horn. Why don’t you go through those and say what is a 
typical example of the type of fraud within each of the three pro- 
grams. 

Mr. Williams. In the Social Security program, as I said, they are 
low, but sort of persistent levels of fraud. 

Mr. Horn. This is SSI or Social Security retirement? 

Mr. Williams. This is Social Security retirement, sir. 

Mr. Horn. That is your basic program, isn’t it? 

Mr. Williams. It’s certainly the largest with regard to the dol- 
lars. 

Mr. Horn. So you have how many people, roughly, in the Social 
Security retirement program? 

Mr. Williams. I am going to ask John to help me. 

Mr. Dyer. It is about 43 million. 

Mr. Horn. 43 million. OK. And out of that, you then have — can 
you allocate that 18,000 — coming over the hotline, I mean, was this 
4,000 that are Social Security retirees or what; do we know? 

Mr. Williams. We do know, and I apologize for not having it 
handy with me, and we will provide it for the record, but I will tell 
you what we believe is roughly correct. I believe it’s roughly at the 
10 percent level. 

[The information referred to follows:] 
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Social Security AdiniDbtration*s Fraud Hotline 

The Social Security Administration’s (SSA) Fraud Hotline opened on November 25, 1996 and 
has grown to be one of the largest in Government. The Hotline is the focal point for allegations 
regarding fraud, waste and abuse in the programs and operations of the Agency. In Fiscal Year 
(FY) 1997, the Hotline received an average of 1,500 allegations per month. Of those, 
approximately 550 were referred to the Office of Investigations for action; 375 were referred to 
SSA for administrative processing, and of the remaining 575 there was either not enough 
information to warrant any type of action or no violation. However, all allegations are logged 
into the Allegation Management Division’s data base in case further information becomes 
available. 

We receive allegations from numerous sources which include: private citizens (39 percent), 
anonymous callers (34 percent), SSA employees (12 percent). Public Agencies (6 percent), 
beneficiaries (4 percent), Federal Law Enforcement (3 percent), and other (2 percent). 

We break out our allegations of fraud by program (RSI, DI, and SSI) as well as SSN fraud 
Employees fraud and others. In FY 1997 allegations of program fraud received by the Hotline 
averaged 745 per month (300 allegations against DI, 291 against SSI, and 1 54 against RSI). The 
majority of allegations concern Social Security Number fraud. In FY 1997, we received an 
average of 655 allegations regarding SSN fraud per month. 
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Mr. Horn. Fifteen percent? 

Mr. Williams. Of all of our allegations. 

Mr. Horn. Well, 15 percent of 43 million functioning cases? You 
have a very anxious person back here on your staff that is getting 
nervous about it. So why don’t you consult and see what the an- 
swer is. 

Mr. Williams. Judy Chesser wanted me to reinforce that of the 
allegations we receive, not of the 44 million recipients, but of the 
allegations we receive, about 18 percent deal with Social Security. 

Mr. Horn. In other words, of the 18,000 potential fraud 
cases 

Mr. Williams. Exactly. 

Mr. Horn [continuing.] Ten percent of 18,000, which is the Social 
Security retirement program, which is your largest program, 43 
million, that’s the possible apportionment, and you will file the rest 
for the record. Can you file it for some of the past years, if you 
have kept that for the record? Is this an increase in a number of 
cases. With a hotline, obviously, you should get a few more cases 
than doing nothing about it. 

Mr. Williams. These are fairly stable figures that I am giving 
you. 

Mr. Horn. OK. 

Mr. Williams. The SSI program is at about 20 percent, I think; 
I said 25 a moment ago. And the retaining percentages, which I 
think are 60 percent, involve identity theft. 

Mr. Horn. Is that illegal aliens, essentially? 

Mr. Williams. That is a common example, but there are also 
people engaged in bank fraud and credit card fraud that are also 
involved in the misuse of the Social Security number. There are 
also a very wide-ranging variety number of other crimes, including 
terrorism. Anyone who needs a false identity to perpetuate a crime 
in this modern age of commerce must have a Social Security num- 
ber. 

Mr. Horn. Well, have you had a chance in past years to identify 
what type of identity misuse has occurred, and have you got some 
classifications within that basic area? 

Mr. Williams. I believe that we do, sir. I don’t have those with 
me. 

Mr. Horn. Does any of your staff have it? It seems to me that 
is just basic data that, if the Commissioner is awake, he or she 
should be asking about it. 

Mr. Williams. Within the subcategory of Social Security number 
fraud, we do have that data. I was just conferring with my inves- 
tigative chief. I am not sure we have that — I think you wanted a 
further breakdown of identity theft. 

Mr. Horn. I mean, that is a very large category. You are say- 
ing — are the 18,000 cases to which you refer simply in this current 
fiscal year? 

Mr. Williams. Yes, for fiscal year 1997, they are. 

Mr. Horn. What were the cases in the previous fiscal year on 
fraud? 

Mr. Williams. Our hotline has been growing. The proportions 
have been about the same, but the numbers have been growing as 
our hotline came on stream. 
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Mr. Horn. When did you first establish the hotline? 

Mr. Williams. It was November 25, 1996, sir. 

Mr. Horn. So we have at least, then, 3 years of data. Is this a 
fiscal year or a calendar year; how are you keeping it? 

Mr. Williams. We keep it by fiscal year, sir. 

Mr. Horn. That runs from essentially October 1 of one year to 
September 30, the next, the Federal fiscal year, which is probably 
known nowhere else in the United States. We thought, when we 
passed all these bills earlier, and then later and later, why, gee, 
let’s change the fiscal year to October 1st; we are always done by 
that time. Now we are not done by that time either, so we have 
probably a slippery fiscal year in order to make up not just for a 
day every 4 years in leap year, but a leap year, in reality. 

I would like the breakdown of what you have got in terms of 
what you found over the 1995 fiscal year, which would have ended 
at midnight on September 30, 1995; and then we have 1996, 1997, 
and we are in 1998. So we have got 3 years of data here somehow, 
depending on when that started. I would like Social Security to 
give us a breakdown. How many cases, what did it eventually 
show, were they half legitimate? Because people can phone up and 
say crazy things about anybody in America. People faithfully write 
that down sometimes and put it in a file, which proves to be very 
harmful to citizens that have not done anything except upset some 
grumpy old neighbor that wants to get even with them. 

I think it worries all of us in government, when government files 
can be penetrated. We are going to hold a hearing again on medical 
confidentiality, which knows errors of unbelievable violations of 
people’s privacy and confidentiality, but we will get to that in a 
couple weeks. And we are working on it for 2 years behind the 
hearing scene. But this is what bothers me is in 1995, 1996, 1997, 
did you have about the same number of calls, like 18,000? 

Mr. Williams. No. 

Mr. Horn. You didn’t? 

Mr. Williams. We didn’t. My concern, though, is I am afraid the 
reason for that, the intervening variable, was we were just begin- 
ning our operation; we are a new Office of Inspector General, so 
that has been growing. But I believe the reason is more that we 
have been advertising and making the public aware that we are 
available. 

Mr. Horn. Now, how do you advertise that so they know there 
is a hotline? 

Mr. Williams. We have a hotline poster with detailed informa- 
tion that we put in the Social Security offices, and then on our re- 
ports that number is contained. 

Mr. Horn. What do you do in terms of just notifying the Social 
Security recipient when a check goes out? It seems to me I would 
put a little sheet right in that — ^it’s issued by the Treasury, isn’t it; 
the financial management service, a very fine organization in my 
opinion — I would just put a little slip in there, like your friendly 
city puts it in, on all the good things they are doing, or here is a 
summary of the budget. Have we done that, to put it in with the 
checks? 

Mr. Williams. We have not done that. 
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Mr. Horn. Well let’s do it, OK. I mean, there are 43 million peo- 
ple that could be Ambassadors for you to tell the whole world about 
the hotline when they go to the next senior citizen meeting or the 
Grey Panthers or whatever, or the senior nutrition program. This 
is a chance to get 43 million people working for you because, be- 
lieve me, they will have a lot of stories to tell. Some might be inac- 
curate. Most of them are going to be accurate. People aren’t stupid; 
they see this stuff all around them. They say, I worked year after 
year after year to get Social Security credit and here is this bozo 
that is into the Social Security and the money I have put in, be- 
cause of fraudulent use of a card. And you would be amazed how 
many helpers you get. If you wanted to give them some of the find- 
er’s fee, boy, that is great with Congress. Let’s get them to be a 
few bounty hunters like the 19th century or something and maybe 
we will clean up this operation. 

So give me, then, off the top of your head, the staff or whoever, 
if you have these cases; and this is the high, I take it, 18,000 so 
far this year? 

Mr. Williams. It is the high. And as you said, those are the alle- 
gations, from those reopening, a smaller number of investigations. 

Mr. Horn. How does that work and who does the investigations; 
the Inspector General, your shop, or is there a separate investiga- 
tions shop? 

Mr. Williams. We have the investigative organization for the 
agency. The way those are decided is we do a kind of triage oper- 
ation on the allegation. As you said, we have to be somewhat sus- 
pect of certain of the allegations, and we divide those with the 
agency. In some of the instances, it alleges the kind of allegation 
that would be best managed by the agency in terms of terminating 
the payment. Others clearly indicate intention and criminal behav- 
ior, and we take those. 

Mr. Horn. I am sure my colleague will have plenty of questions 
to ask. If you think I have been difficult, wait until you hear him. 
He will pursue it with his fine legal mind. 

Mr. Williams. I appreciate your interest. 

Mr. Horn. I will leave to my colleague what he wants to do 
there. Twenty-one minutes to the distinguished Member from Ohio. 

Mr. Kucinich. Thank you very much. Chairman Horn. And I 
want to thank the Chair for this series of oversight hearings which 
we have been conducting in the last week. 

I think the hearing on Tuesday, when we looked at IRS’ financial 
management weaknesses, and certainly the hearing yesterday 
about the Department of Defense, which gave all of us pause about 
financial management there — we come to this today and I think we 
have to say, Mr. Chairman, this is a bright spot, and it truly is, 
in the Federal financial audit process. So the Social Security Ad- 
ministration from the outset ought to be congratulated for the man- 
ner in which you faithfully administer hundreds of billions of funds 
and investments in this country. 

As the people know, the SSA manages the Social Security Trust 
Fund and pays Social Security benefits. When you look at the enor- 
mity of the work you are involved in, I think it’s $350 billion in 
annual pa 3 nnents to 50 million Americans. They process 225 mil- 
lion wage and tax statements each year for 138 million workers. 
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You have 1,300 field offices, 8 processing centers, 10 regional cen- 
ters and you employ over 65,000 people. I mean, this is a major 
service, a major service of the Federal Glovernment. And I think 
the attention of the Nation, when it’s directed to the Social Secu- 
rity, pieople always want to know how solid is that system and how 
is it run. 

So what is brought to us today, I think, is a financial success 
story, and it is very good that you received that clean opinion from 
Price Waterhouse. 

[The prepared statement of Hon. Dennis J. Kucinich follows;] 
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Opening Statement of The Honorable Dennis Kucinich 
GMIT Hearing: Social Security Administration’s Financial Management 

April 17, 1998 


This hearing is the third in a series of oversight hearings on the 
financial management of particular Federal agencies. On Wednesday, we 
looked at weaknesses in the IRS financial accounting practices, and 
yesterday, we reviewed problems at the Department of Defense. Today, 
we will focus on one of the bright spots in the Federal financial audit 
process - the Social Security Administration 

SSA manages the Social Security Trust Fund and pays Social 
Security benefits. It also runs the Supplemental Security Income (“SSI") 
program. In total, SSA issues over $350 billion in annual payments to 50 
million Americans and processes 225 million wage and tax statements each 
year for 1 38 million workers It operates 1 .300 field offices, 8 processing 
centers, 10 regional centers, and headquarter's offices, employing over 
65.000 people. 

SSA represents a financial management success story The agency 
received a clean audit opinion from Price Waterhouse, its independent 
financial auditor, on both its financial statements and its assurances of 
internal system controls 
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What s more. SSA's audit was completed on time. 

I am heartened to hear that such an important agency can report both 
reliable financial information and adequate internal controls over that 
information. 

As we will hear SSA still has a few areas of concern relating primarily 
to information processing and security The auditors issued 160 specific 
recommendations to SSA The agency agrees with 90% of these 
recommendations and is currently taking action One important message to 
take from this hearing is that these independent audits are valuable, 
because they raise both accounting and information processing issues to 
management s attention. 

SSA has identified $1 billion in Supplemental Security Income ("SSI") 
overpayments this year and is developing a management plan to reduce 
these overpayments, SSI overpayments are generally not attributable to 
fraud or mismanagement, but rather result from delays in voluntary 
reporting of changed circumstances by SSI recipients. Although SSA 
recoups about 40% of Its SSI overpayments, that still leaves about $600 
million uncollected each year, 

I would like to welcome the witnesses who are here to discuss the 
audit and the financial condition of SSA. Both the agency and its auditors 
deserve congratulations for a job well done. SSA proves that Federal 
agencies can implement management systems capable of generating 
reliable financial reports. 
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As we review its successes, we should not forget that SSA, like most 
other Federal agencies, still faces the challenge of applying future cost 
accounting standards This is the next step and will indeed be difficult. 
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Mr. Kucinich. I would like to go into, first, the structure of 
SSA’s financial position, as you reported it, Mr. Dyer, in his re- 
marks. The total assets now are at 649 billion; is that right? 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. And they increased 14 percent over the previous 
year. So would you tell us how that increase came about? 

Mr. Dyer. Because we had additional revenues coming in is basi- 
cally the reason. 

Mr. Kucinich. And the revenues came from? 

Mr. Dyer. From the FICA taxes. And interest; excuse me, I for- 
got we had interest we picked up, too. The FICA taxes we collect 
on an annual basis. 

Mr. Kucinich. FICA? 

Mr. Dyer. The taxes you pay for your Social Security retirement. 
And on an annual basis, the amount w’e have coming in is exceed- 
ing the amount we have going out, this year by about $80 billion. 

Mr. Kucinich. So how much more money came in this year, 
total, from FICA? What were the numbers? 

Mr. Dyer. Over what the outgo was, about $80 billion. Excuse 
me; that will be for this fiscal year. 

Mr. Kucinich. What was the amount of FICA that came in, 
though? 

Mr. Dyer. Let me give you an exact number here. The receipts 
were for the fiscal year — excuse me, sir. I keep moving from 1998 
to 1997 here; $405 billion was what came in in revenue. 

Mr. Kucinich. $405 billion dollars. And then your — the money 
that you spent 

Mr. Dyer. We spent for OASI, the retirement piece, $312.9 bil- 
lion. 

Mr. Kucinich. So that establishes the amount of money you have 
in surplus, then, 

Mr. Dyer. That is right, sir. 

Mr. Kucinich. So that equals a little more than a billion a week, 
is it? 

Mr. Dyer. About $1^2 billion a week. 

Mr. Kucinich. OK. Thank you. 

Now the Old Age Survivors and Disability Insurance Trust Fund 
reserves. You have in your statement that the amount that was in- 
vested generated $42 billion of interest income. When you use the 
word “invested,” where are you investing? 

Mr. Dyer. We have them in Treasury securities. 

Mr. Kucinich. Talk about the Treasury securities for a minute. 

Mr. Dyer. Under the way the statute is currently set up, any 
funds we have coming in that exceed outgo — they go in, as we call 
it, our reserve — are invested in Treasury securities; and Treasury 
turns around and pays us interest while we have those funds in- 
vested with them. And as you can see, we have over $600 billion 
currently invested in those securities. 

Mr. Kucinich. That is the so-called Social Security Trust Fund? 

Mr. Dyer. Reserve; yes, sir. 

Mr. Kucinich. Reserve. So there are $600 

Mr. Dyer. Over $600 billion. 

Mr. Kucinich. Over $600 billion. 

What rate of interest does that earn? 
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Mr. Dyer. If I remember, it is about 7 percent. It goes up and 
down over the years, historically. It has been up to 11 or 12 per- 
cent; I think we are sometimes down to 5 percent, depending on 
what the overall interest rate is. 

Mr. Kucinich. It stays well ahead of inflation, I take it? 

Mr. Dyer. That’s right. Right now they are telling me 6.7 percent 
at this point. 

Mr. Kucinich. The Social Security Trust Fund, the fund is set 
up in such a way as to — ^your legal mandate is to put the money 
into Treasury? 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. What are the Treasury instruments they are put 
in in terms of length of time? 

Mr. Dyer. What they refer to as special obligations for the trust 
funds. 

Mr. Kucinich. And what length of time are they put in? 

Mr. Dyer. They vary. I am trying to remember. 

Mr. Kucinich. Is it 3 months, 6 months, a year; what? 

Mr. Dyer. I think they are a 10-year range. 

Mr. Kucinich. Ten-year. And those funds are backed up by the 
full faith and credit of the United States of America; right? 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. Is there anjd;hing more solid in the world than 
that? 

Mr. Dyer. Not that I’m aware of. 

Mr. Kucinich. So the money which people pay through their 
taxes, the Social Security, is then invested; it’s in a trust fund, it’s 
secured; it’s invested, in effect, in the United States. 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. The trust fund is secured by the full faith and 
credit of the United States, and people can rely on that. It is rock 
solid; is that what you are telling me? 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. And now you have an independent financial audit 
that says the money is being managed correctly and the money 
that we say is there is there. 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. In your remarks, you mention that the — what is 
called the OASDI, Old Age Survivors and Disability Insurance 
Trust Fund, owns 99 percent of the Social Security Administra- 
tion’s assets, and that $631 billion are investments and you convert 
them to cash when they are needed to pay the benefits and the ex- 
penses. Let’s talk about the mechanism of that. When claims are 
made to pay out, you have to pay something out, how soon after 
the claim is made is a payment made, after an obligation is in- 
curred? 

Mr. Dyer. It’s immediate. I mean, as soon as the start of the 
month, the check day, as we refer to it, the third day of the month 
is that, the minute that the check is there, it’s immediate and it’s 
charged off against us. The money is there to be paid out. On aver- 
age, we find that people usually cash the check in 3 to 5 days. 

Mr. Kucinich. That is what I wanted to get at. In other words, 
the Government isn’t holding onto people’s money; there is no float. 

Mr. Dyer. No; none whatsoever. 
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Mr. Kucinich. Where you are trying to back up the amount of 
money Government makes on that. You pay the money quickly, 
and it’s 

Mr. Dyer. Immediately. And, Mr. Congressman, not only that, 
but now with the direct deposit program we have, a large majority 
of our beneficiaries get their benefits directly deposited in their ac- 
count immediately. It’s sent electronically through the Federal Re- 
serve. 

Mr. Kucinich. OK. So when they are returned back after their 
cash, are they usually cashed within a few days? 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. Do you have many people call you and tell you 
they don’t get their checks? Does that happen often? 

Mr. Dyer. Every month we have a certain number of people who 
call and say they didn’t receive a check. Some checks end up being 
delayed in the mail, others were lost, others were stolen. And that 
is why we are encouraging people to go to direct deposit to get 
around that. 

Mr. Kucinich. So when people don’t get their checks, they are 
either delayed in the mail or lost or stolen. 

Mr. Dyer. Or stolen. 

Mr. Kucinich. What is your advice to people. Social Security re- 
cipients, if they don’t get their checks? What do you tell them to 
do? 

Mr. Dyer. Our advice to them, if they call us immediately, is 
usually that we will make sure we aren’t aware of something that 
got delayed in the mail or whatever. But normally, if it’s imme- 
diately on the same day, we will say wait a day and get back to 
us. If it goes past a day, then we start to followup. If they need 
emergency payment, we work out with them to get an emergency 
payment. 

Mr. Kucinich. How serious of a problem is theft of Social Secu- 
rity checks? 

Mr. Dyer. My memory, and again I will get the facts, I think it’s 
about 50,000 a month. 

Mr. Kucinich. Out of? 

Mr. Dyer. Out of 50 million checks that go out totally, if you in- 
clude the SSI program. 

Mr. Kucinich. How successful is the administration in tracking 
down those who are responsible for stealing checks? 

Mr. Dyer. We are very aggressive. Again, our responsibility is 
somewhat limited. We rely on the Postal Service and obviously 
Treasury and other parts of the Government to track down checks. 
It’s mostly done through Treasury. 

Mr. Kucinich. I want to go back to your testimony. 

The testimony speaks, again, of the trust funds, the OASDI, that 
own 99 percent of the assets, of which $631 billion are investments. 
Those investments, again, are the ones that are in the special 
Treasury. 

Mr. Dyer. Bonds and securities. 

Mr. Kucinich. Is that what you call them, bonds? 

Mr. Dyer. Bonds is fine. 

Mr. Kucinich. And you convert them to cash when you pay the 
benefits. Now, you also said that revenues and other financing 
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sources increase by 7 percent. Those revenues again are the reve- 
nues from the 

Mr. Dyer. Predominantly from where people pay for their taxes. 

Mr. Kucinich. What are the other financing sources? 

Mr. Dyer. We get some general fund revenue; the Supplemental 
Security program is funded from the general funds, so there is 
some money there we have carrying over year to year. 

We also get some general funds of the taxes on the retirement 
money people get. Some of that tax is given to us under a statute 
that was passed in 1983, in the act to make reforms of Social Secu- 
rity back in 1983, so we do have some other sources that come in 
on the general revenue side of the house. 

Mr. Kucinich. I note that the administrative expenses for all of 
the Social Security programs are at 1.4 percent of total revenue in 
financing. Tell me what goes into those administrative expenses. 

Mr. Dyer. Basically, the day-to-day running of the organization. 
As was mentioned before, we have field offices and processing cen- 
ters. We have approximately 65,000 employees, other State employ- 
ees that help us; and we use those funds to get the checks out, to 
issue people their Social Security numbers, to answer telephone in- 
quiries over our 800 number, to run our financial systems, run our 
data computer centers, and handle phone bills. All of that will be 
covered. Over two-thirds of our expenses are salary and payroll and 
the other third falls into maintenance types of things. 

Mr. Kucinich. I would like to go back to a question about the 
yield on the investments. What has been the average yield over the 
past 10 years, let’s say? Do you know off the top of your head? 

Mr. Dyer. Nine percent. 

Mr. Kucinich. Nine percent over the past 10 years. 

Has there ever been a time in your memory where Social Secu- 
rity recipients had their benefits cut because the trust fund didn’t 
perform? 

Mr. Dyer. No. 

Mr. Kucinich. It doesn’t happen? 

Mr. Dyer. It doesn’t happen. 

Mr. Kucinich. Because the money is invested in the United 
States of America, backed by the full faith and credit of the United 
States of America. 

Mr. Dyer. Yes, sir. 

Mr. Kucinich. You know, Mr. Chairman, it’s interesting to hear 
this testimony, for a number of reasons. First of all, because I am 
sure all of us have constituents who want to be assured of how 
solid that fund is, and that is something that — it’s part of a cov- 
enant, really; it’s a social compact which the Government has with 
the American people. 

But in listening to this testimony, what strikes me is this. First 
of all, you have a 9 percent yield, average, over the last 10 years 
and a solid investment. There is no float going on here, the Govern- 
ment isn’t holding onto the money, they are turning it around as 
quickly as possible, so the Government isn’t trying to make more 
money while people lose money not getting their payments; and 
that the administrative expenses are extremely low. 

At some point, I know, this Congress is going to get into a debate 
about those who wish to privatize the Social Security system, and 
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it occurs to me in hearing this report today about this money that 
really is held literally in trust, that the American people have a 
good investment here; that it is solid; that it’s being watched very 
carefully; that the administrative expenses are low. 

I don’t know anything in the private sector that could beat that 
claim when you look at, let’s say, the administrative expenses that 
are happening now in certain health care and health management 
companies in the private sector. They are in the double digits. Peo- 
ple are raking millions and hundreds of millions in profits, individ- 
uals, at the expense of patients involved in a health care system. 
And the management costs are out of sight. And yet, here you have 
administrative expenses of 1.4 percent. Why? Because this isn’t a 
private entity malung a profit; this is the U.S. Government holding 
people’s money in trust and gaining interest on it in a fully secured 
investment. 

We don’t see when the stock reports are given daily, advanced 
decline is unchanged — where somebody adds a disclaimer and says 
well, stocks went down today; you are not going to get the money 
back you invested in Social Security. U.S. investment is solid. And 
I am very impressed when I hear this report from the Social Secu- 
rity Administration about its finances, because this is a cardinal 
principle of the American government that we make sure that we 
secure the retirement of our people. And the only way you can do 
that is to make sure it’s managed correctly. If financial manage- 
ment is not sound, then we can’t be sure that people’s security in 
their senior years, or if they are disabled, is going to be intact. 

So this is an important moment, I think, to hear from you and 
to get the assurance of how rock-solid this program is, and to know 
that this is one of the important functions of the government. And 
it works. It works. 

And I have a couple other questions here, but you know, just re- 
sponding to this report, I would have to say that I, as one Member 
of Congress in this committee, I am satisfied that you are watching 
not only the taxpayers’ money, but the money in this trust fund. 

I want to get back to some questions that Mr. Horn asked about 
the overpayments. 

What do you do to try to decrease the overpayments in the future 
of the SSI in particular? 

Mr. Dyer. We have been putting a plan together to manage the 
SSI program better, because we see the issue to be more than just 
overpayments. It is a complex program, both for our people to man- 
age and for our beneficiaries to understand. Areas we are aiming 
to improve are expanding computer matching, making them more 
frequent; broadening the areas with computer matching, because 
we found we have overpayments because we lagged behind finding 
people who had wage changes or forgot to report something. We 
found with increasing computer matches, we can get there. 

We are working at training our employees better so when some- 
one comes through the door, our employees know what kind of in- 
formation to dig for, what to alert them for, or if they are getting 
all the information they should be getting. 

We want to strengthen some of our debt collection activities. We 
have been using the tax refund offset program through Treasury, 
and we have collected over $20 million from folks that are getting 
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tax returns that owe us on SSI, and we have been recovering that 
money. 

In the fraud area with the Inspector General, we have been in- 
creasing and expanding the size of SSA’s Inspector General’s Of- 
fice. We have been putting more investigators out on the street in 
communities, and we have been working closely with the Inspector 
General to target areas we think are most susceptible for fraud. We 
found, for instance, in border areas of the country, people don’t 
quite tell us what their residency is, and they are living outside of 
the country and collecting SSI. "Thanks to the good work of the In- 
spector General, we have been jumping on those kinds of issues. 

We have also initiated an expanded program to make sure we 
track down all prisoners. We now get virtually 100 percent report- 
ing on every prisoner in this country sentenced to over 30 days’ de- 
tention, so that we are able to cutoff their benefits as soon as it 
comes to our attention. We can do this largely through matching. 
Congress has given us the bounty program through SSI, and that 
is very effective. We have sent $4 million now to local prisons to 
date on that, and we just got started. 

Another area we are looking at is nursing homes. Once someone 
enters a nursing home, what we pay drops down to a very small 
amount, if any, and we are working now with HCFA so that we can 
get data quicker, so when people enter nursing programs, we can 
target in and find that out and cutoff SSI payments if it’s appro- 
priate. 

Thanks to the help of the Congress, we are increasing the num- 
ber of continuing disability reviews [CDRs] we are doing. In the 
past, we were only doing a couple hundred thousand annually. This 
year we will do over 1.2 million. In essence, we go out and review 
the records of people who are currently on disability, who we think 
there is a chance that maybe they have gotten well or something, 
or that their circumstances have changed. 

We have also asked the Congress to give us additional funds and 
authority so we can do more redeterminations. This is where we ac- 
tually review the financial status of people receiving SSI benefits. 
And we have several other areas and initiatives we are going to be 
pursuing aggressively. 

Mr. Kucinich. Just a quick question, which I will get back to in 
the next round to Mr. Williams. 

Do you actually analyze the software that Social Security Admin- 
istration uses as to its efficacy in both handling the massive num- 
ber of accounts emd in its overall effect on financial management? 

Mr. Williams. If I may, I would like to get some of the other peo- 
ple at the table involved who are closer to that question, and we 
can tell you the degree to which we examine the software. 

Ms. Gardiner. To a large extent we look at the process that they 
use to update their software rather than to really analyze the soft- 
ware ourselves. 

We look at the results of what the software produces. If we be- 
lieve that there are certain aspects of the program where there 
should be edit checks we review it to ensure that the software is 
catching errors. As an example, someone files a disability claim, 
and their date of birth is after that date, so we will look at those 
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kinds of aspects of the software to ensure that it is catching things 
that it should. 

We also look at the process that they use to change the software 
to make sure that it has proper controls, and that software can’t 
be released without the right controls in place to ensure that it is 
accurate. 

We also look at the process that they use to determine if there 
is any more timely way that they can update their software. 

Mr. Williams. We are also present at key testing events along 
with the agency. We try to independently assess the manner in 
which the test proceeds and the success or problems in the testing. 

Mr. Kucinich. Mr. Chairman, if we can have one more round at 
least? 

Mr. Horn. Yes. 

Mr. Kucinich. In the next round I want to get into some of the 
finer points on software and hardware. Thanks. 

Mr. Horn. I think on some of the discussion as to the Trust 
Fund and as to the use of Government bonds, we will have a spe- 
cial hearing with my colleague and others on the Treasury coming 
in here, because you have no control over day-to-day market oper- 
ations, as I remember. That’s the function of the Secretary of the 
Treasury, or if they are involved with the Federal Reserve in some 
way. So we will have a hearing in the next few months to get at 
how these large trust funds are managed. 

The point here is not privatization, the point is does the person 
that has put hard-earned money, and half of that payment comes 
from the employee and the employer, as they look at it, it is the 
whole payment because they are paying a particular wage of which 
roughly 15 percent is taken out, half and half employer and em- 
ployee, and I think that has been a very good model. 'The question 
is are the recipients of Social Security getting as much money as 
they should get if funds were properly invested? That’s the ques- 
tion. 

You go to Chile, everybody has a passbook in their hand. I don’t 
know if that is a good system or a bad system, I don’t have the 
slightest idea, but I know that we are going to have a national de- 
bate on this to educate people. We don’t want screwy investments 
that involve somebody playing games like in the S&L days, but we 
want to see if that interest that is in your consolidated financial 
statement, about $40-some billion, wasn’t it, that you are getting 
in interest there, is the best we can do. 

If you are in the State Employees Retirement Program, as I am 
in California, it is an unbelievable success. They are into the mar- 
ket. If they don’t like management, their votes sure count on 
throwing them out, and the result is free health care is provided 
for retirees and all the rest of it. I think that is the issue that will 
be looked at. 

Is there more that can be done if we get off from a somewhat an- 
tiquated way? Although I agree completely with my colleagues that 
Government bonds should be the last thing that we have a problem 
with. When the market goes down. Government bonds generally go 
up, and we just need to look at how judgments are made by the 
Treasury because they have a tremendous impact on your oper- 
ation. Unless we are just sitting there saying, oh, well. Government 
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bonds seem to be doing better than the market. I agree. Full faith 
and credit in the United States is behind them. We want to keep 
it that way. On the other hand, we want to look at the options and 
have an intelligent discussion and not a bunch of demagoguery like 
in the past when this discussion came up. What are the needs? 

I know hundreds of people on Social Security. They get $500 a 
month. Now, how do you live on $500 a month in southern Cadifor- 
nia, in New York, in the great urban cities of America? It’s not 
easy, and we want to make sure that the $500 is there, but it 
would be nice if we could make sure that interest is also getting 
a better return for its dollars than perhaps it is getting. But that 
isn’t your area, that’s the Treasury’s area, and we will work with 
them and with you to look at the whole picture. 

Let me get back to these three categories. I want to systemati- 
cally get at this. We talked about the SSI — I’m sorry, the large So- 
cial Security Retirement Program, we are talking 43 million people, 
emd you are saying roughly 18 percent of the hotline tips or the 
written tips that come to you, and I assume you are including ev- 
erything? 

Mr. Williams. We are including Internet and faxes. 

Mr. Horn. The total was about 18,000, and was that the last fis- 
cal year? Is that fiscal year 1997’s data? 

Mr. Williams. Yes, sir, that is, and I’m told that is a fairly stable 
number for the current period as well. 

Mr. Horn. OK. 'Then you have well, I have got this figure a little 
off here. 

Are you saying 18 percent of the 43 million would be the figure 
on where possible misuse is or alleged misuse, because you haven’t 
completed analysis of the claims, although you have 1995 data, and 
I guess I could ask you to what extent did you produce — how much 
from fraudulent claims in 1995 among the large retiree population? 

Mr. Williams. If I may, these percentages I’m giving you as you 
said regard the allegations that arise, certainly not all the 44 mil- 
lion people, of the ^legations we receive, about 10 percent regard 
the Social Security program, 20 percent regard the SSI program, 
and 44 percent regard misuse of the numbers for criminal pur- 
poses. 

Mr. Horn. Right. 

Has that been pretty consistent as you look at the 1995 data and 
the 1996 data, and we haven’t got — ^well, I guess that is 1997 data. 
Has that been a fairly consistent proportion? 

Mr. Williams. Yes, sir. 

Mr. Horn. Well, explain to me how the State disability program 
does. You fund it, and the States administer it. To what extent 
does that program have paui;icular fraudulent aspects? 

Mr. Williams. Of course we have a disability program within So- 
cial Security and within SSI. The administration of those we were 
encountering the same sorts of things. The administration is fairly 
good, but we have numbers of allegations that come in. Those are 
our highest dollar losses because the payments are more substan- 
tial, and now they are over a long peri^ of time as well. 

Y^at we have encountered there is it is a bit higher as well in 
SSI as opposed to disability claims within SSA. Actually, this is 
going back to a question that you asked a little earlier. The type 
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of frauds that we are encountering on the SSI side involve both eli- 
gibility kinds of issues, income as well as fraudulent claims of 
fraud. 

We have found that in the more than 2 years I have been at 
SSA, that the State DDSs, who make the determinations on eligi- 
bility, are very vigilant. They do a very good job. Their instincts are 
good because of the referrals. As you said, the quality is very high 
from both the public and the DDSs. 

We just began an operation called Operation Contender in which 
we are sending investigative units inside the DDSs to watch sus- 
picious cases as they pass by. We know that the early findings are 
that there are claimants that are committing fraud. What we really 
hope to find are the service providers the doctors and attorneys 
that may be involved. 

All of that is going to give us greater intelligence to answer the 
kinds of questions that you are getting to, which are the most im- 
portant. We want to know how hard we are getting hit and how 
we are getting hit. We are watching the operations both to try to 
arrest people, but also to understand the issue. 

Mr. Horn. I was particularly pleased to hear your favorable com- 
ments in terms of electronic direct deposit. There is no question it 
helps cutoff the local gang from taking Aunt Minnie’s $500 check 
out of the box because they know when the checks arrive. That was 
a major problem, and I never could understand why the AARP 
fought against that. I don’t know if they have changed their posi- 
tion or not, but it was counter to the good welfare of the average 
citizen to get that check in the bank without a lot of hands touch- 
ing it, which is what happens on the postal box situation. I have 
some horrible cases, every Congressman does in their district office, 
where the check has disappeared, we are phoning you. Your people, 
by the way, are very good on their legislative relations in the field. 
The Laguna Nigel group couldn’t be better. 

Those are the helpful hints that we all get out of them, and the 
helpfulness, and that means a lot to those individuals. They can’t 
afford to miss a payment if they are still paying on a mortgage or 
whatever. 

Mr. Williams. That’s true. 

Mr. Horn. Although I have heard on the year 2000 problem, the 
Social Security Administration has realized recently that their 
State disability program hasn’t quite been in conformity now. I 
don’t know if you are aware of how that is coming along or what. 

Mr. Dyer. I would be glad to address that, Mr. Chairman. We 
have a plan in place that we are working with the State agencies 
that by the end of this calendar year, we will have them in compli- 
ance with the year 2000. Twenty-one States to date already are 
compliant, and the rest are in process. We have a group working 
with the States and with our systems people who are focused on 
this. I’m reported to on how it is going on a monthly basis, if not 
more frequently. It looks like it is under control, and we are com- 
fortable. 

Mr. Horn. On the collection rate on the debt, what is the collec- 
tion rate on the debt that results from detected overpayment, say, 
in the Supplemental Security Income program? Where are we on 
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that? If there is an overpa 3 rment, do we get back half of them, a 
fourth of them, or two-thirds? 

Mr. Dyer. I don’t have handy the data for SSI, but overall the 
percent of debt collected was 38.9 percent of the total debt, 38.9 
percent. If you look at the amount of debt that we identify and 
overall how much clearance we have had in the financial statement 
of SSI, we identify about $1 billion, and we are clearing about $800 
million, and so we are behind what’s coming through, and we are 
putting in a lot of actions to start to address this. 

Mr. Horn. Is a lot of that debt on the overpayment based on the 
earnings limitation? 

Mr. Dyer. Some is. Others are based on financial assets that 
people have that we weren’t aware of or that they maybe forgot to 
tell us. In other areas it is just a misunderstanding. People’s living 
arrangements change. Returning to work, people start getting 
money, and they sometimes forget to tell us. 

Mr. Horn. Does “living arrangement” include marriage or not 
marriage? Is Social Security keeping people apart? 

Mr. Dyer. We try not to. 

Mr. Horn. That earning limitation has annoyed me. 

Mr. Dyer. We look at ourselves as a family protection program, 
not a disruptive program. 

Mr. Horn. The earnings limitation has annoyed me for 40 years, 
and I’m glad to say that Congress is finally phasing it out and get- 
ting rid of it. I never understood why Congress put it in in the 
1930’s. We should be encouraging people to work and still collect 
their Social Security based on when they put it into the system. We 
should keep people moving, get the brain working, and not just sit 
around watching television. The earnings limitation is just counter- 
productive to human beings who age successfully. They keep them- 
selves busy, and yet we are saying that you can’t earn a minimum 
wage even if it is beyond that. That bothers me, and I’m glad that 
Congress is finally making some progress in this area and getting 
rid of it. It is going to take a few more years before we completely 
get rid of it, but it is a phaseout, if I remember. 

Mr. Dyer. I think it is 2002 we get to $30,000. 

Mr. Horn. So the good news is that we will get rid of that imme- 
diately. 

In the Office’s response to the Price Waterhouse audit, the Social 
Security Administration indicated it did not have sufficient infor- 
mation to respond to specific recommendations. Has SSA received 
sufficient information at this point to fully respond to the auditor’s 
recommendations, and are the auditors comfortable with the agen- 
cy’s action plan? 

Mr. Williams. I can tell you the last thing first. 

As we pointed out, there were five deficiencies that were found 
and we were certainly in agreement with. We have been through 
the first two of those, and there has been a very high level of con- 
sensus with regard to the solution on those. As Mr. Dyer said, we 
hope by July it will all be completed, and between now and then 
we will learn about the agency’s response on the final three — and 
I’m sorry to have gone first. 

Mr. Dyer. I thought he was directing it to you, so I always defer 
to the IG. 
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In terms of responding to Price Waterhouse, we have done it in 
two phases, Mr. Chairman. There were two recommendations on 
protection of data and continuity of operations. We received from 
Price Waterhouse earlier their management report and the back- 
ground. There were over some 60 recommendations, and right now 
there are only two that remain unresolved, and they are not that 
major in terms of our materiality and whatnot. 

Mr. Horn. What are the two? 

Mr. Dyer. One is that they recommended that when someone — 
when one of our employees enters our data security center, that we 
should make them go through an x-ray machine. We think that 
they should be checked, their passes checked. They are ID’d. They 
have security codes to get access and go into the building, and we 
checked with the Justice Department and GSA standards, and they 
don’t require using metal detectors for entering if you have an em- 
ployee ID. Obviously someone from the outside coming in, we 
would take them through it and search them thoroughly. 

Mr. Horn. Is their concern based on the unfortunate shootings 
that have occurred particularly in the Post Office and other Federal 
agencies where someone fires somebody who has been incompetent 
for years, and they finally fire them, and then they come back and 
kill the supervisor; is that their worry? 

Mr. Dyer. No, they are worried more when a data security cen- 
ter is sabotaged, that someone could enter 

Mr. Horn. With a magnet? 

Mr. Dyer [continuing]. Or start a fire, place a bomb and destroy 
all of the records and valuables and the computers. Our computer 
center is worth a fortune and houses a lot of data. We obviously 
have backup, but we treat it with tremendous security. But it is 
a secured site. But that is one 

Mr. Horn. I think that is pretty good advice on the part of the 
auditors. I feel better when I am on an airplane every weekend to 
Long Beach, CA — that we have all gone through that security sys- 
tem. 

Now if somebody is sort of dating the other security person, and 
they are making eyes at each other and not watching the screen, 
we worry about that, but they have improved that. I think the fact 
that people are not carrying guns or bombs on the plane makes a 
lot of us feel very good. 

I would think in a big agency such as yours — I don’t know, have 
you had any of these shooting the supervisor bits in 

Mr. Dyer. Not shooting supervisors directly, but we have had 
times when the office has been held hostage, our supervisors have 
been held at gunpoint by people upset about something. 

Mr. Horn. Were they upset about a Social Security issue? 

Mr. Dyer. Sometimes it is not a Social Security issue, they are 
upset or having domestic problems, and a member of the family 
comes looking for an employee. I’m not aware that we have actu- 
ally had an employee pull a gun on a supervisor, but I’m not going 
to trust my memory on that. We do have incidents. And in higher 
risk offices we do use metal detectors. 

Mr. Horn. Are you familiar with the Federal workers’ compensa- 
tion program administered by the Department of Labor? 

Mr. Williams. A little bit. 
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Mr. Horn. Was that ever considered to be part of the Social Se- 
curity Administration? 

Mr. Dyer. No. 

Mr. Horn. Never was, so it predates Social Security, does it? 

Mr. Dyer. It was in the original act, but we were not given the 
job of administering it. 

Mr. Horn. Because we will be holding hearings on that program 
in the next 6 months. We have been concerned with all the com- 
plaints we have heard about it. I warned the previous Secretary, 
Mr. Reich, I said, you might want to clean it up before we get there 
and get some things on the table. 

It seems to me you do a lot of that work all the time in terms 
of disabilities. I don’t know why we have other programs that don’t 
do it as well as you do it, and maybe that’s a possible option. I 
know you aren’t anxious to grab any more territory, but maybe for 
the good of the cause you might want to think about it. 

The Office of the Inspector General has been responsible for au- 
diting SSA’s financial statements since the fiscal year 1987, as I re- 
member it. In what areas of financial management does your office 
believe the agency has made substantial progress? Where is the 
most substantial progress? 

Mr. Williams. I would like to ask the people at the table to join 
me. We have examined areas that are sort of on point for the con- 
tinuum of concerns. We have looked at physical security and sys- 
tems security, and we can provide you with all that, separation of 
duties and backup and recovery systems that Mr. Dyer was allud- 
ing to earlier and the change of controls. We are a fairly new office. 
We are only 2 years old, and those other audits predated our exist- 
ence, but I womd like Mr. Devlin to respond regarding progress. 

Mr. Devlin. In the most recent years I think the biggest con- 
tribution is the presentation of the financial statements as it re- 
lates to estimating the amount that is owed back to the Social Se- 
curity Administration. There was a long process where the balance 
for the accounts receivable was not auditable. Since that time SSA 
has implemented a progressive system to put into place a better 
means for identifying amoimts due back and to presenting an accu- 
rate auditable balance on the finamcial statements. For the longest 
time that was a condition that prevented us from expressing a 
clean opinion on the financial statements. Since that time we can 
now audit that balance, and that, to my knowledge, is probably the 
last piece that got us to the cle£m opinion. 

Mr. Williams. The agency has also made very impressive 
progress during the short time I have been there with regard to 
being very aggressive toward fraud, and actually Mr. Dyer who is 
here was probably the most important figure in that. There have 
been tremendous increases in the amount of arrests and indict- 
ments and dollars recovered, and it is in the hundreds of percent 
increase since I’ve been there. And there is a very close — the clos- 
est I have ever seen, emd I have been at a number of agencies — 
the relationship between the agency and the investigators to make 
sure that is a seamless attack on fraud, and I have been very im- 
pressed, and Mr. Dyer is certainly one of the very important rea- 
sons for that. 

Mr. Horn. Well, I think he appreciates it, and I appreciated it. 
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What areas of financial management does your office believe that 
the agency still needs to address? 

Mr. Devlin. There is an area that relates to financial manage- 
ment that’s not immediately evident on the financial statements, 
and it has to do with developing an adequate cost accounting sys- 
tem, and the Inspector General alluded to that in his testimony. 

The ability to be able to estimate and actually quantify the cost 
of delivering government services and at the same time capture 
and measure the related effect, the benefit, requires an accounting 
system that the Social Security Administration currently has, but 
has been identified as an area that really needs a good look. The 
General Accounting Office worked with the firm of Price Water- 
house to look at the existing cost accounting system and found that 
it’s 20 years old, that it is labor-intensive. It rests upon methodolo- 
gies and assumptions that haven’t been looked at for quite some 
time. We think that may be an indication of other areas of financial 
management that aren’t necessarily immediately evident in the fi- 
nancial statements that really do need a good strong look as the 
agency starts to look at the eventual implementation down the 
road of the Government Performance and Results Act. 

So I would say cost accounting is 

Mr. Williams. To build on that for a moment, if I may. 

Mr. Horn. Sure. 

Mr. Williams. Government thinking did a 180 on that a few 
years back. It was considered the most economical strategy to com- 
bine all of the costs and to not go into the trouble and the labor 
intensity of tracking each program. We now understand that you 
cannot get a good feel for the return on investment and whether 
or not you want to expand or cutoff investments without that kind 
of data, so the entire government is trying to catch up in this area, 
and we are such a big agency that although we are taking it very 
seriously, and I think we will be successful, I would agree that is 
the greatest challenge that faces us financially. 

Mr. Horn. Well, I have overextended my time. I will yield 25 
minutes to the gentleman from Ohio. 

Mr. Kucinich. Thank you very much, Mr. Chairman, and again, 
it is such a pleasure to serve with you on this committee that I 
would be happy to sit with you for large amounts of time just to 
listen to your participation because you have been a leader on so 
many of these issues. 

Mr. Horn. He is going to get me to buy him lunch yet. 

Mr. Kucinich. You know, as I go over this report from the Social 
Security Administration, there are a number of things that come 
to mind. First of all, I note that when you talk about some of your 
key missions, agency goals, rebuild public confidence in Social Se- 
curity is one of them. 'That’s on page 9, I believe. 

I would like to talk to you a moment about that. 

First of all, when you send the monthly checks to people or pay- 
ments that you send, whether it is Social Security or SSI or black 
lung or whatever, do you send a check, or do you include any mes- 
sage with it at all? 

Mr. Dyer. We do if there is a COLA adjustment or if we are en- 
couraging direct deposit, we will insert messages. The Department 
of the Treasury will insert messages for other purposes, too. 
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Mr. Kucinich. My background is in communications. That is my 
educational background that I bring to the Congress. I have a mas- 
ter’s in communications from a school in Cleveland known as Case 
Western Reserve University, and effective communication involves 
a structured series of messages. 

Now utility companies have known for a long time the impor- 
tance of getting information monthly to their customers when they 
send a bill. They have those little fold-ins which have information 
about the service, if people have a concern about their utility bills, 
other than the fact that we all know that they are too high, and 
there is a consistent message that is sent out to people. It seems 
to me that Social Security in particular in its effort to build public 
confidence and to state its delivery would benefit from a consistent 
communication with such a structured series of messages which 
would indicate over and over what this system is about and the 
service functions which are available. 

Now, I’m not talking just once. Since you contact people every 
month, it gives you a tremendous opportunity to communicate with 
the public about Social Security. I would go one step further to say 
that it is particularly important at this time because you have var- 
ious interests in Wall Street who are just waiting to get their 
hands on that Trust Fund, and the public, I think, needs to know 
again about the mission of Social Security, how it was started, why 
it was started, and who benefits. 

I just want to read, if I may, from some passages from the report. 
This was not in your testimony, but certainly the report is part of 
the record, and I would assume that as an appendix to this hearing 
today we could submit this, and I would like to do that. 

Mr. Horn. Without objection that will be put in the record. 

Mr. Kucinich. Thank you. 

There is a story told in this report which I think is so important. 
“In 1996 the family income of 16 percent of aged unmarried bene- 
ficiaries fell below the poverty line. Without Social Security bene- 
fits, 61 percent of those beneficiaries would have income below the 
poverty line.” That is a difference of 45 percent due to receipt of 
Social Security. 

This is a program that is fundamentally important by its defini- 
tion, Social Security. It is securing the social and economic position 
of millions of Americans. It t£ilks about aged couples. 

For aged couples. Social Security also lifted many couples out of poverty. In 1996, 
3 percent of aged beneficiaries who are members of a married couple had income 
below the poverty line. Without Social Security benefits, 41 percent of these bene- 
ficiaries woiild have income below the poverty line, a difference of nearly 38 percent. 

It’s another fact from this report. 

Ninety-five percent of people aged 65 or over in calendar year 1997 were receiving 
benefits or will when their spouses retire. The largest category of beneficiaries over 
65 is retired workers. About 98 percent of children under 18 and spouses with chil- 
dren in their care under 16 can count on benefits if a working parent dies. 

Then this report goes on to say, and it is a quote. 

While many of the Nation’s aged population have income from other sources, a 
portion of the beneficia^ population relies heavily on Social Security. For 18 per- 
cent of beneficiaries, it is the only income. For 30 percent of the population, it con- 
tributes almost all of the income, and for 66 percent of beneficiary units, it is the 
major income source. 
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I think as we review this financial report, we have to put it in 
a human context. We are not just talking about numbers here. 
There are people, millions of people, whose very existence depends 
on how these numbers are put together, but we are talking about 
people. Somewhere there is somebody who received their check, 
and that was important in helping pay the rent and buy food and 
enabling people to survive. That’s what these checks do. People 
wait for these checks to arrive, and people are very sensitive to So- 
cial Security because their whole life sometimes revolves around 
that check arriving or going into their account. 

I would say one thing. Perhaps the difficulty you had with direct 
deposit and accepting it is the fact that part of the monthly cere- 
mony in many households was the arrival of the check. They want 
to see it, touch it. They want to look at the name and amount and 
then deal with it. It is a question of autonomy here. I understand 
that. I really do understand that, but I will go back to what I said 
to you, Mr. Dyer, is there anything that would stop you from com- 
municating more frequently with Social Security recipients? 

Mr. Dyer. Mr. Con^essman, we agree with you that we need a 
concerted communication plan. A year or two ago we set up a sepa- 
rate Deputy Commissioner for Communications, so organizationally 
we now have a focal point and a real emphasis on that. In terms 
of what we have been doing this year with the President asking for 
a national dialog on Social Security and looking at how to reform 
it in the future, we have been involving our employees in our of- 
fices to be out in the community to assist communities and having 
forums. We have been working with AARP and others. The Presi- 
dent has been involved in this. 

We are trying to systematically put out the message of what So- 
cial Security is about, as you mentioned, and how it provides a 
major amount of income for the elderly who are retired; how it 
works; that it is not only a retirement program, but it is also a sur- 
vivor’s insurance program and for disabled people; and make sure 
that people understand that 3 out of 10 people in the labor market 
will become disabled. So we want to explain it. 

The other tool that we have been using besides working on 
schools and other places and making ourselves available to speak 
systematically is the personal earnings and benefit estimate state- 
ment, which the Congress asked us to start to issue a few years 
back and, by the year 2000, we will be sending it out to everybody 
who is 25 years old and older, and it tells them how much they will 
get upon retirement based on their earnings history. We will also 
run calculations if they make assumptions on what additional earn- 
ings they will make, what they will get from us upon retirement. 
And as we send out that information in that pamphlet, we are 
going to be sending out a lot of messages that you just stated. 

Mr. Kucinich. I think that is so important because those who 
have a pecuniary interest in trying to take over Social Security are 
trying to precipitate an intergenerational war, to have the young 
who are income producers right now abandon Social Security, and 
the fact of the matter is if you are communicating, if wage earners 
do have information about the money they have in there and how 
solid it is and how it will be there for them, there is more assur- 
ance and, I think, public confidence in Social Security because peo- 
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pie who have had contact with the system know that it works. The 
level of public confidence which you mention in your report, I 
think, relates to those events, contact with the system. How can 
you have contact with the system and not have confidence with it 
because the check is there. This isn’t the story about the check is 
in the mail, the check arrives. 

To go back to this, I would urge you to consider putting a — using 
that — the monthly occasion, I know that you have direct deposit, 
and that might change it in some cases, but you do have a chance 
to communicate with people and to use it more often, and it be- 
comes more important in the next few months and years. 

I would also like to point out from your overview of SSA, you 
mentioned that most elderly Americans were living in poverty in 
1935 when the Social Security Act established a program to protect 
aged Americans from loss of income due to retirement. 

Now, we used to hear euphemisms about the poorhouse, but we 
don’t have an aged population now. Sure, we have some elderly 
poor that we are very concerned about, but that is an issue away 
from Social Security. This Social Security Act has worked, and that 
needs to be said in this context of a financial report. 

Now, I note in your accountability report under support to other 
programs you talk about Medicare where the Social Security Ad- 
ministration is the primary public contact point for the Health 
Care Financing Administration, and that you provide key services 
to the Medicare program. Could you tell me about that, about the 
contact between you and Medicare and what the services are that 
you provide? 

Mr. Dyer. The services we provide are when someone retires, we 
at the same time get them their Medicare card. We work through 
that so they can sign up for Medicare, because they are eligible at 
65. 

Second, we find that a lot of people come to our offices or call 
us on our 800 number with questions that relate to Medicare, and 
we work as a liaison to get them to the intermediaries and carriers 
who will handle their problems about their bills or whatever is 
going on. 

We also provide information to people coming in on Medicare, 
and as you know, there are different choices for managed care. We 
have to be able to provide basic information of where they can go 
to get additional information or what they need. 

Mr. Kucinich. So you serve as a referral program? 

Mr. Dyer. We serve a role in Medicare, and we try to answer 
what questions we can. But a lot of questions — if it has to do with 
billing, we don’t have the capacity. You have to go to the inter- 
mediaries and carriers, the Blue Cross/Blue Shields, to do that. 

Mr. Kucinich. Do you get any kind of reimbursement from Medi- 
care for the expenses that you incur as a result of this? 

Mr. Dyer. Yes. Part of our administrative budget, we are reim- 
bursed by the Medicare Trust Funds. It is about $800 million a 
year. 

Mr. Kucinich. Now, you refer people to health maintenance or- 
ganizations, I take it? 
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Mr. Dyer. We will tell people where they can get in contact with 
resources. We can say, if you are interested, here is a list of what’s 
there. We rely on HCFA to carry the ball beyond that. 

Mr. Kucinich. We are going to get into HCFA next week; is that 
right, Mr. Chairman? 

Mr. Horn. That is right. 

Mr. Dyer. We give them a list of what are the various HMOs 
that they can qualify or apply to. We get the information from 
HCFA and the local community groups. 

Mr. Kucinich. It is a list from HCFA, it is a not a list that you 
independently verify? 

Mr. Dyer. No, we rely on HCFA for those kinds of resources. Ob- 
viously if our staff in the region see there is something inadequate 
or wrong with the list, we correct it. 

Mr. Kucinich. I would be interested in getting a copy of the list 
which HCFA gives you and which you give 

Mr. Dyer. I will get you a copy, OK. 

Mr. Horn. That will be put in the record at this point. 

[Note. — ^The information entitled, “Medicare Managed Care Re- 
source Information Directory 1997,” may be found in subcommittee 
files.] 

Mr. Kucinich. I appreciate that, Mr. Chairman. Thank you. 

Tell me about the administration of the black lung program. How 
many beneficiaries do you have right now? 

Mr. Dyer. The number is under 125,000. It has been decreasing. 
We have been primarily handling the folks who were prior to 1974, 
so our group is slowly passing away, and it has been phasing down. 
This last year we signed a memorandum of understanding with the 
Department of Labor, and they are actually going to start doing the 
cases for us, and we will monitor their performance because it is 
more closely related to the work that they do. We get reimbursed 
for our administrative dollars by the black lung program. 

Mr. Kucinich. Do you have your management information sys- 
tems person here? 

Mr. Dyer. No. I am the Chief Information Officer. 

Mr. Kucinich. What kind of computers do you use? 

Mr. Dyer. I’m trying to remember. We update them so fre- 
quently. I think they are IBM computers now. I focus more on — 
right now the box is a box. I’m more focused on what power we get 
out of the boxes and what is the correct configuration of those 
boxes. The Inspector General tells me the latest we bought were 
Hitachis. 

Mr. Williams. They are IBM-compatible, of course, and they did 
integrate with earlier purchases, but that’s the current contract. 

Mr. Kucinich. I’m interested because there are so many different 
types of computer systems in the government, and some apparently 
work better than others. If we can take an accounting report which 
provides a clean accounting with Social Security, and from that we 
can — it implies that the computer systems that you are using must 
be pretty good because you don’t have a fiscal train wreck going on. 

Mr. Dyer. We have a centralized system, a mainframe based in 
Baltimore, and I think the real success in running it is the soft- 
ware. 

Mr. Kucinich. What is the software? 
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Mr. Dyer. It is software we predominantly developed ourselves 
over the years and improved and enhanced. Now we are looking at 
more off-the-shelf software for management information because 
there is a lot more out there. You call them COTS packages. But 
we find with the kind of volume that we have, we have so many 
transactions and such high volume for dealing with our bene- 
ficiaries, the financial side, too, sometimes we have to do our own 
work. When we buy off the shelf, we find that we have to do a lot 
of modifications, so we look and tradeoff as to what is the best in- 
vestment. 

Mr. Kucinich. Is this software development done by the Social 
Security Administration, is that FOIA-able? Can people use it to 
set up their own companies? 

Mr. Dyer. Most of what we do is so unique to us, I don’t think 
anybody would begin to use it. 

Mr. Kucinich. There are some areas of government, like the Na- 
tional Aeronautics and Space Administration, they have public-pri- 
vate partnerships. 

Mr. Dyer. At HCFA there have been cases I’m aware of where 
we have worked on software where, yes, the private vendor has 
sold it to other agencies. 

However, due to our volume and the types of transactions and 
the history of how we set up our files, we pretty much have stayed 
with and continue to develop the software that we have. 

Mr. Kucinich. I was just interested to see if anybody has hitched 
a ride on the expertise. 

Mr. Dyer. The Office of Child Support Enforcement now is using 
our data center. They are running their files on our data center as 
they are bringing up the new files that they are required by law 
to do. We are working closely with them because we can interact 
with their data files. 

Mr. Kucinich. I yield back, Mr. Chairman. I thank you for call- 
ing this hearing. 

Mr. Horn. I thank you very much. I just have a few more ques- 
tions, and then, if you don’t mind, submit the answers to others 
that staff on both sides will send to you, and they are in the more 
technological areas of the Inspector General. 

Let me get back to a basic program of yours, and the audit report 
discusses the fact that the Social Security Act has a backlog of con- 
tinuing disability reviews, and I understand that they are intended 
to ensure that the individuals are entitled to disability benefits. 

Can you tell me how the system works, and does the patient get 
a doctor, does the government get a doctor, and how do you resolve 
some of these things? 

Mr. Dyer. The way that the system works is when one of our 
beneficiaries, in essence, enters the program, we look to see if we 
think that they have a Iiigh, low, or moderate probability of recov- 
ering. We classify the cases. Then systematically we think a 3-year 
cycle is about right. We look at cases with high probability of suc- 
cess. We conduct CDRs in two ways. One, we send mailers to se- 
lected groups of people and ask them to update their information. 
Second, we actually pull the cases. The person come into our office, 
and go through a review, and have the State agencies do a medical 
review. We update the review. 
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In terms of addressing the backlog, we expect that by fiscal year 
2000, we will be current with the title II program, and by fiscal 
year 2002 we will be current in respect to SSI. 

Mr. Horn. What is your definition of backlog? 

Mr. Dyer. Backlog is based on our internal standards of how fre- 
quently we should look at a case, high probability of improvement 
to lower. I think it averages 3 years when we would review the 
cases where there is some chance that the person’s condition could 
change. 

Mr. Horn. What kind of decision is made that gets them on the 
benefit? 

Mr. Dyer. It is done through a system. Our systems kick it out 
that we have classified 

Mr. Horn. Say I have a disability and I go into any friendly So- 
cial Security area office, and the question would be if I am really 
suffering, and you determine that yes, you deserve the appropriate 
benefit. How long does it take from the time I walk through that 
door for the first time before the check arrives? 

Mr. Dyer. If we allow you through the initial process, it can take 
about 100 days. 

Mr. Horn. That’s 3 months plus. 

Mr. Dyer. Yes. 

Mr. Horn. What’s the usual experience here of how long it 
takes? 

Mr. Dyer. For the vast majority of people it is about 100 days. 
On average, it is 100 days. If you go into the hearings process 
where we turn you down at the initial stage, then it can take a 
year or two. 

Mr. Horn. The effect of the backlog. I’m just curious, when you 
have that jam up, are we talking about several hundred thousand 
people in the backlog? What are we talking about here? 

Mr. Dyer. Which backlog are you talking about? 

Mr. Horn. The one on the Social Security disability reviews? 

Mr. Dyer. On the disability reviews, the backlog is 2 to 3 million. 
'Two years ago we did a couple hundred thousand cases last year 
to 600,000, and this year we will do 1.3 million; next year about 
1.6 million. So we plan to catch up by the year 2000. 2002 we will 
be current. 

Mr. Horn. Since you have had an increase in it and you are 
dealing with big numbers now, in the millions, does this mean that 
there are truly more disabilities in our Nation, or is there substan- 
tial fraud imder way? 

Mr. Dyer. I’m not sure that it means there is fraud. I think 
sometimes it means that people don’t realize that they can go back 
to work and that they have recovered and tell \is that and drop off. 

We have found that the net cessations when we do CDRs, it nms 
2 to 3 up to 5 percent of the people that we actually reach out and 
do a CDR do we end up taking off our rolls. 

Mr. Horn. Now the effect of the backlog in recognizing individ- 
uals that are erroneously receiving benefits, I mean, how many in- 
dividuals do you really find that are erroneously receiving benefits? 

Mr. Dyer. As I said, when you net it out, eventually it comes out 
to about 3 to 5 percent, depending on which type of 

Mr. Horn. In this area 3 to 5 percent? 
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Mr. Dyer. That are ultimately say should not be there. 

Mr. Horn. And you are doing what to solve the problem, more 
people or a different process or what? 

Mr. Dyer. We have increased the number of people involved in 
the State agencies. Conducting CDRs is a priority in the agency. 
We are now also working on the systems so that we can better 
track and follow through to see what we are finding such as what 
the recovery rates are, and the number of people coming off. 

Mr. Horn. This disability program is essentially administered 
through the States; is that correct? 

Mr. Dyer. It is done both through the States and through the 
agency employees. The beneficiary comes to one of our offices. The 
medical review is done by the State. The appeals are again done 
by SSA employees who are administrative law judges. 

Mr. Horn. Uh-huh. 

Mr. Dyer. About 30,000 of our employees’ work each year is de- 
voted to the disability process, and at State agencies, there are 
about 15,000 employees out there doing it. 

Mr. Horn. Are there States that do not participate in this pro- 
gram? 

Mr. Dyer. No, all States participate. 

Mr. Horn. All 50 States. 

While we have been having this exchange over the last hour, a 
constituent has asked how does the Social Security Administration 
account for individuals who continue to collect or accept money on 
behalf of deceased relatives; in other words, they don’t notify them 
that Aunt Minnie died and the checks keep coming in? How many 
cases do you have like that? 

Mr. Dyer. I will have to get you that. I don’t have it with me. 

Mr. Horn. I can see where mischief could be played with that. 

Mr. Dyer. We get reports from the funeral homes, and the States 
give us their vital statistic data, and we also get data from the 
banks online. For instance, for direct deposit, if the bank hears the 
person is deceased and goes to close the account, they notify us si- 
multaneously, 

Mr. Horn. How about county repstrars? 

Mr. Dyer. We get the State vital statistics, so we eventually 
catch up. 

Mr. Horn. The gentleman from Ohio has a question on that. 

Mr. Kucinich. Thank you, Mr. Chairman. 

As a followup, Mr. Dyer, if someone passes away and they have 
been a recipient of Social Security checks, let’s say that their fam- 
ily notifies the bank and said they lost a loved one. They had direct 
deposit, let’s say. Don’t send any more checks. The bank tells Social 
Security. I’ve heard that in some cases the checks keep coming for 
a few months. Do you know about things happening like that? 

Mr. Dyer. I’m sure that we can always find some cases. 

Mr. Kucinich. Despite people telling the banks — is there ever a 
lag time between the bank notifying the Social Security system? 
Maybe the Inspector General’s Office would know that. 

Mr. Dyer. Let me also correct the record. This procedure with 
the banks was done in the last few years. We realized we had to 
do it, and we worked with them. We are very interested in updat- 
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ing our files if someone has died. Anything that we can find to do 
that, we track it down. 

Mr. Horn. The Inspector General might want to do a random 
survey. Do the banks even know they have this little task to do, 
because banks have a high turnover of personnel and a high turn- 
over of mergers. One never knows whether you’ve got any training 
program or not, or that person might have been hired by another 
bank and so forth. You might want to look into that. 

Mr. Kucinich. My concern is if the banks don’t notify Social Se- 
curity quickly enough, and the checks accumulate in the bank, is 
there a float that develops, and the banks can make interest off 
that? 

Mr. Dyer. My staff just informed me that in 98 percent of people 
passing away, we are basically notified by the families. The area 
where we are exposed is about 2 percent where there is failure to 
report to us within a month. 

Mr. Kucinich. Thank you. 

Mr. Horn. Let me just conclude this hearing with making a few 
comments here. 

The financial management that we have been studying in var- 
ious major agencies such as yours, and yours is sort of at the top 
of the list of people that have done it well, is the foundation for 
a lot of activities at the Federal Government. We have the Govern- 
ment Results and Performance Act on the books, and we are get- 
ting strategic plans in at last, they aren’t too good for many agen- 
cies, and they will be redoing them, but some are very good. 

Obviously the financial management data is absolutely essential 
in terms of developing appropriate performance goals. Oregon has 
its benchmark system, which is the only State in the United States 
that is equal to New Zealeind and Australia, which are the only na- 
tions in the world that have a sensible government analysis sys- 
tem. As to are the programs working or aren’t they working, is the 
customer satisfied or not? That is the problem Commissioner 
Rossotti faces as he goes over to give the first executive managerial 
leadership that agency — the IRS— has ever had. Usually it is tax 
lawyers and teix accountants, and he is actually running an organi- 
zation, and he is trying to turn the agency around. 

It is going to take several years dedicating 18 hours a day to this 
thing, and that’s why we need to make sure that these systems are 
worfing and not have the weak financial management that we 
have seen in a number of agencies that have been before us. Bil- 
lions of taxpayer dollars go unaccounted for, and we all pay the 
price as a result of that. The hearings this week have illustrated 
certainly the consequences of poor financial management before 
you all came in here, and we are glad to see one agency that is 
working. That is partly why we made you independent a few years 
ago, and we wanted to get you away from the politicians, as much 
as we could, in HHS among others. So we think what you are 
doing, is doing it very well. 

One of my friends in a previous incarnation was a gentleman by 
the name of Wilbur Cohan, who as a young man, was one of the 
three who developed the Social Security Act idea. Wilbur used to 
carry a list around in his pocket of millionaires who were no longer 
millionaires who needed Social Security. It was very interesting. 
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When we were writing up Medicare, we practiced a lot of what 
Social Security had successfully done as the basis for getting the 
Medicare system going. Even though there are different rates now 
and all of that, the idea was that this was a conservative way to 
fund it because otherwise Congress was just willy nilly authorizing 
programs, never had any income. They just did it, gee, strangely 
just before every election. 

So we will look at Medicare next week with the Subcommittee 
on Oversight and Investigations and the Subcommittee on Health 
and Environment of the House Committee on Commerce chaired by 
Mr. Bliley. He has been kind enough to ask us to join him in this 
endeavor, and we will be looking at Medicare and Medicaid next 
week. 

Last year it was reported that there was $23 billion in overpay- 
ments by the Health Care Financing Administration some of which 
were fraudulent. We will also be holding a hearing on Tuesday on 
the Inspector Generals, and this is the 20th anniversary, as Mr. 
Williams, a distinguished Inspector General, knows. We want to 
get deeper in terms of how we get at the waste, fraud, and abuse 
that a lot of people believe occurs in all levels of government. 

And it is sort of fascinating when your constituents look at a poll, 
and now I’m looking at a legitimate poll, not just a mail-in, al- 
though it has been fantastically strange that both my mail-in poll 
and a legitimate public opinion poll Imve about exactly the same 
percentages, where they believe most of the fraud is in the Federal 
Government, believe it or not; and then they get down to the State 
government, less fraud there; local government, less fraud there. 

What does it tell us? Does it tell us simply because the local gov- 
ernment is there, they see the city council in action, they can touch 
it, they see their city council person more than they see the U.S. 
Senator or President or their U.S. Representative? And so you have 
a lot of different factors that go into it, but this is what, as we 
move toward a results-oriented government where we are looking 
at particular options that get the job done and have new thinking, 
and there is no question the cities in America and the counties 
have been the governments with the new thinking, the new innova- 
tion, and we need to apply some of that to the Federal Govern- 
ment, even in an agency that is generally very well run such as the 
Social Security Administration. 

So I thank you for coming, and I want to thank the staff that 
prepared this hearing, J. Russell George, staff director and chief 
counsel to the subcommittee; Dianne Guensberg, a detailee from 
the General Accounting Office; Mr. John Hynes, professional staff 
member; Matthew Ebert, clerk; Mason Alinger, the staff assistant; 
David Coher, intern from USC, the University of Southern Califor- 
nia; Kami White, an intern; and Faith Weiss, the professional staff 
member for the minority, and I’m not sure who else is here. Jean 
Gosa, the clerk for the minority; and Julie Moses, congressional fel- 
low; and then we themk our court reporters, Doreen Dotzler and 
Katrina Wright, and with that we are in recess until our hearings 
next week. 

[Whereupon, at 12 noon, the subcommittee was adjourned.] 



MAKING THE FEDERAL GOVERNMENT AC- 
COUNTABLE: LEGISLATIVE OPTIONS TO IM- 
PROVE FINANCIAL MANAGEMENT 


THURSDAY, JUNE 18, 1998 

House of Representatives, 

Subcommittee on Government Management, 
Information, and Technology, 
Committee on Government Reform and Oversight, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 9:30 a.m., in room 
311, Cannon House Office Building, Hon. Stephen Horn (chairman 
of the subcommittee) presiding. 

Present: Representatives Horn, Kucinich, and Turner. 

Staff present: J. Russell George, staff director and chief counsel; 
Matthew Ebert, clerk; and Faith Weiss, minority counsel. 

Mr. Horn. The Subcommittee on Government Management, In- 
formation, and TechnoloCT will come to order. 

We are here today to discuss possible congressional actions to en- 
sure the success of financial management reforms in the Federal 
Government. This subcommittee takes very seriously the need to 
resolve longstanding financial management problems that plague 
the Federal Government. Billions of dollars of taxpayers’ money are 
being lost each year to fraud, waste, abuse, and mismanagement 
in hundreds of programs in the Federal Government. One of the 
root causes of this loss is simply poor financial management. The 
Government’s financial systems and practices are obsolete and inef- 
fective and do not provide complete, consistent, reliable, and timely 
information to the congressional decisionmakers and agency man- 
agement. It is our belief that losses can be identified and signifi- 
cantly reduced by improved management. 

Congress enacted a series of laws designed to ensure that agency 
management problems were fixed. In fact, the Chief Financial Offi- 
cers Act of 1990, as expanded by the Government Management Re- 
form Act of 1994 and amended by the Federal Financial Manage- 
ment Improvement Act of 1996, provided the most sweeping reform 
of Federal financial management in over 40 years. However, agen- 
cies have yet to implement these laws fully. Congress needs to pro- 
vide the incentive do to so. 

On March 31, 1998, the General Accounting Office released its 
audit report on the financial status of the Federal Government re- 
quired under the act. This report provided for the first time, a con- 
cise accounting for the many problems faced by the Federal Gov- 
ernment. The first ever Gfovemmentwide financial audit dem- 
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onstrated that there are serious problems with financial manage- 
ment in a majority of the Federal agencies. 

GAO’s audit report provided a synopsis of the significant finan- 
cial systems’ weaknesses, problems with fundamental record- 
keeping, incomplete documentation, and weak internal controls, in- 
cluding computer controls, that prevent the Federal Government 
from accurately reporting a large portion of its assets, liabilities, 
and costs. According to GAO, these problems affect the Federal 
Government’s ability to accurately measure the full cost and finan- 
cial performance of programs and effectively and efficiently manage 
its operations. 

The subcommittee held a hearing on April 1, 1998, to examine 
the results of the Govemmentwide audit and then held a series of 
hearings examining the results of the audits of the Internal Reve- 
nue Service, the Department of Defense, the Social Security Ad- 
ministration, and, later, the Health Care Financing Administra- 
tion. 

Oversight by this subcommittee and subsequent efforts on the 
part of Mr. Aimey, the majority leader, and Mr. Neumann of Wis- 
consin, are having an effect. On May 26, 1998, the President issued 
a memorandum to the heads of executive departments and agencies 
directing the Office of Management and Budget and the heads of 
certain agencies to take steps to resolve issues preventing a clean 
opinion. I want to commend the administration for that action. 

Today, we’ll consider steps Congress can take to rid the Federal 
Government of pervasive financial management problems. Not only 
do those problems preclude an audit opinion, they undermine the 
confidence of the American people. The Federal Government needs 
to manage the funds entrusted to it efficiently and effectively. To 
do otherwise is a violation of the trust taxpayers and citizens place 
on their Government. These problems are severe, and we can’t 
allow them to persist. 

We welcome today’s witnesses. Oversight by this subcommittee 
will be continued this morning. 

Before we turn to our first witness. I’d like the ranking member, 
Mr. Kucinich of Ohio, to have an opening statement. 

[The prepared statement of Hon. Stephen Horn follows:] 



453 



ONE HLtNDflEO FIFTH CONGRESS 

Congress of tl^e fHnitel) States 

i^oiue of £eprtstntatibtsi 

COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT 
2157 Rayburn Hou^ Office Building 
Washington. OC 20515-6143 




“Making the Federal Government Accountable: 
Legislative Options to Improve Financial Management” 

April 16, 1998 

OPENING STATEMENT 
REPRESENTATIVE STEPHEN HORN (R-CA) 

Chaimian, Subcomminee oq Govenunent Management, 
Information, and Technology 


We are here today to discuss possible Congressional actions to ensure the success 
of financial management reforms in the Federal Government. 

This subcommittee takes seriously the need to resolve long-standing financial 
management problems that pli^pie the Federal Government. Billims of dollars of 
taxpayers money are being lost each year to fraud, waste, abuse, and mismanagement in 
hundreds of programs in the Federal Government. One of the root causes of this loss is 
pocR- financial management. The Govemmem*s financial systems and practices are 
obsolete and ineffective and do not provide complete, consistent, reliable, and timely 
information to Congressional decision makers and agency management. It is our belief 
that losses can be identified and significantly reduced by improved management. 

Congress enacted a series of laws designed to ensure that agency management 
problems were fixed. In fact, the Chief Financial Officers Act of 1990, as expanded by 
the Govenunent Management Reform Act of 1994 and amended by the Federal Financial 
Management Improvement Act of 1996, fxovided the most sweeping reform of Federal 
financial man^ement in over 40 years. However, agencies have yet to implement these 
laws fully. Congress needs to provide the incentive to do so. 

On March 31,1 998, the General Accounting Office (GAO) released its audit 
report on the financial status of the Fedemi Government required under the Act. This 
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report provided, for the first time, a concise accounting for the myriad problems faced by 
the Federal Government. The first-ever Govemmentwide financial audit demonstrated 
that there are serious problems with financial management in the majority of Federal 
agencies. 

GAO's audit report provided a sync^sis of the significant financial systems 
weaknesses, problems with fimdamental record keeping, incomplete documentation, and 
weak internal controls, including computer controls, that prevent the Federal Government 
from accurately reportii^ a large portion of its assets, liabilities, and costs. According to 
the GAO, these problems “affect the [Federal] government's ability to accurately measure 
the full cost and financial performance of programs and effectively and efficiently manage 
its operations." 

The subcommittee held a hearing on April 1, 1998, to examine the results of the 
Govemmentwide audit and then held a series of hearings examining the results of the 
audits of the Internal Revenue Service, Depailment of Defense, Social Security 
Administration, and Health Care Financing Administration. 

Oversight by this subcommittee and subsequent efforts on the part of Mr. Armey 
and Mr. Neumann are having an effect. On May 26, 1998, the President issued a 
memorandum to the heads of Executive departments and agencies directing the Office of 
Man^ement and Budget and the heads of certain agencies to take steps to resolve issues 
preventing a clean opinion. I want to commend the Administration for this action. 

Today, we wiP consider steps Ccmgress can take to rid the Federal Government of 
pervasive financial management problems. only do these problems preclude an audit 
opinion, they undermine the confidence of the American people. The Fnieral 
Government needs to manage the fimds entrusted to it efficiently and effectively. To do 
otherwise is a violation of the trust citizens and taxpayers place in their government. 
These problems are severe and we cannot allow them to persist. 

We welcome the wimesses and look forward to their testimony. 
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Mr. KUCINICH. Thank you very much, Mr. Chairman, and thank 
you for the work that you’ve done on this issue. 

Out of respect and consideration for our distinguished majority 
leader and for Congressman Neumann, I would ask to, without ob- 
jection, put my statement into the record. It’s kind of a lengthy 
statement, but I think it’s important to hear from these witnesses. 
So I’ll just, without objection, submit the statement, and then at 
the Chair’s discretion 

Mr. Horn. It will be put in the record following mine as if read 
and 

Mr. Kucinich. Thank you. 

Mr. Horn [continuing]. Without objection. I thank the gen- 
tleman. 

[The prepared statement of Hon. Dennis J. Kucinich follows:] 
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Opening Statement of the Honorable Dennis J. Kucinich 
Subcommittee on Government Management, 

Information, and Technology 
Hearing on: 

Making the Federal Government Accountable 
June 18, 1998 

This Subcommittee has held a number of hearings on the topic of 
financial management. We considered the first government-wide financial 
audit, and the audits of four agencies that account for 95% of the Federal 
budget, the Department of Defense, HCFA, IRS, and SSA. Chairman Horn 
and the Subcommittee has done a great deal to raise public awareness on 
this issue and to bring pressure to bear on agencies. 

Sound financial management by the Federal government is important 
to all Americans. Since 1990, both the Congress and the Clinton 
Administration have developed a more proactive approach to improving 
financial management The 1994 law mandating first government-wide 
financial audit was passed by a Democratic Congress with the active 
support of the Clinton Administration. 

We should keep in mind that last year was the fiist financial audit of 
the entire Federal government ever conducted. It was only the second year 
that most of the 24 major agencies conducted an agency-wide audit. 
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The Clinton Administration has devoted time and resources to 
improving financial management. In 1993, Vice President Gore 
recommended annual consolidated financial reports and comprehensive 
government wide accounting standards as part of his “reinventing 
government” initiative. The Federal Accounting Standards Advisory Board 
(called FASAB) -- made up of representatives from the Treasury 
Department, 0MB and the GAO - completed the basic Federal government 
accounting standards in record time. The Administration submitted the first 
government-wide financial audit by the statutory deadline of March 31, 

1998. This was truly a massive undertaking. 

Moreover, following this audit, President Clinton sent a memorandum 
to each agency head requiring action plans and reporting by agencies to 
ensure that the government receives an unqualified opinion on its FY 1999 
audit . This is an ambitious goal. But it is representative of the 
Administration's dedication to the issue. Agencies that do not have “clean 
audits” and good internal controls must submit action plans to 0MB on July 
31 , 1998, and provide 0MB with quarterly reports on their progress. 0MB 
will monitor agency progress towards the goal of a “clean” government-wide 
audit as well as clean opinions at each CFO agency. 

The Administration's efforts are beginning to pay off. Nine of 24 of 
the major agencies received clean opinions - meaning that their financial 
statements fairly present the financial condition in accordance with 
generally accepted accounting principles. Six of the 24 received “qualified” 
opinions, which means that their financial statements fairly presented their 
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financial condition in accordance with generally accepted accounting 
principles, with certain identifiable exceptions. Agency CFOs predict that a 
clear majority -- or 15 -- of the 24 largest agencies will have clean opinions 
next year. 

Without question, there is a need for intensified financial 
management by Federal agencies. I support incentives and appropriate 
consequences for agencies that fail to improve financial management given 
reasonable expectations. I cannot, however, support penalties imposed 
“across the board” on agencies without regard to historical and current 
circumstances and the severity of their financial management problems. 

I welcome testimony today on different options for appropriate 
incentives and consequences to encourage better financial management. 
However, because the impacts of this type of legislation could dramatically 
affect each one of the major Federal agencies, it is premature to consider 
legislation until we hear from the Administration directly. 

Congress must not impose consequences that will be 
counterproductive for agencies or that would deprive them of necessary 
resources now that they are squarely facing two immense challenges -- 
assuring that they will be Year 2000 compliant by December 31, 1999, and 
correcting financial management problems that have resulted from decades 
of inattention. 

I would like to thank the Chairman for having this hearing. 
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Mr. Horn. We now move to panel one, the distinguished majority 
leader, Mr. Armey, who has taken a real interest in this problem, 
and indeed has had a war room, if you will, where the very fine 
staff he has and others involved, including majority and minority, 
on various issues look at these statements so that we could look at 
it from a congressional perspective. I think most of us came to 
agreement that much more work needs to be done. 

So, Mr. Armey, the floor is all yours. 

STATEMENT OF HON. RICHARD ARMEY, MAJORITY LEADER, 

AND A REPRESENTATIVE IN CONGRESS FROM THE STATE 

OF TEXAS 

Mr. Armey. Thank you, Mr. Chairman. 

Let me begin by first expressing my appreciation for yourself and 
this committee for your efforts on maintaining this focus and the 
discipline of this focus. I believe that without your efforts, we 
would not have even as much attention to these kinds of details 
from the administration as we are now seeing. 

The fact of the matter is what we do here today in this commit- 
tee and what you do each and every day is not necessarily the most 
exciting and sensational work on the Hill, but it is the work that 
focuses on the imperative need for quality workmanship. While our 
discussions in here may not be particularly scintillating to people 
other than CPAs, it is still nevertheless important. 

I did want to sort of try to add my clack to sort of make the dis- 
cussions a little more exciting by pointing out that fundamentally 
what we’re doing here is the same thing that must be done by 
every person, family, or enterprise in their ordinary business life, 
search for the equal mar^nal conditions of allocative efficiency and 
meet those conditions. You cannot do that without good informa- 
tion and the gathering of information. The analysis oif information, 
the process of making decisions based on good information, is all 
a rigor and a discipline and one that the world recognizes as imper- 
ative, irrespective of how difficult it is. 

So while I’m thanking you for continuing this rigorous focus, I 
also want to thank Mark Neumann for his continued leadership 
and his continued insistence on this. Mark Neumann, as we all 
know, can be a very stubborn person. [Laughter.] 

Is it acceptable, Mr. Chairman, for me to cast aspersions on my 
co-panelists? [Laughter.] 

Mr. Horn. Actually, it’s a compliment, so the Chair rules. 

Mr. Armey. It certainly will come as no surprise to anybody in 
the body, but it is important to be stubborn about these things, be- 
cause these things are exactly the things in our own lives we can 
more easily than many find ourselves relaxing our standards and 
failing to achieve with a level of rigor. 

When you realize that the Federal Government spends $50,775 
every second — every second — ^it spends more money in 1 second 
than most Americans earn in a year. When you realize that is, in 
fact, their hard-earned money and that we do have a genuine over- 
sight responsibility to see to it that we follow the best, most rigor- 
ous procedures possible to see to it that that money is spent with 
discipline, efficiency, and effectiveness in their lives. Then you 
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begin to understand the importance of this task that we have that 
is undertaken here in this committee. 

Not only is it important that we have a rigorous documentation 
of what we have, where are our assets, where are our liabilities, 
where are our resources, and how are they being moved back and 
forth, but we have to have that information to make any evaluation 
of the performance of Government on behalf of the American peo- 
ple. So the two things, the two oversight responsibilities of account- 
ing, measurement and evaluation, are essential responsibilities of 
the Congress. 

We should keep in mind that it is not heroic when Congress ful- 
fills these responsibilities. People do so in their own everyday lives. 
Anybody with their own business understands the benefits of cost 
accounting, and managerial accounting, and the importance of good 
data in order to fulfill the requirements of those accountings to 
sound decisionmaking. They also understand the consequences, the 
very real consequences, that return to themselves and their enter- 
prise, if they fail to achieve this rigor. 

If a person were running his own small landscape business and 
he misplaced their mower or their pickup truck, I can guarantee 
you that their first order of business would be to find it, so that 
they could be back to work the next day. To do so, they could just 
simply not afford to leave pieces and parts laying around. Anybody 
in a hardware store will tell you without a trackable inventory con- 
trol system they can’t stay in business. Every American family 
must keep a budget and keep track of their household items and 
watch where they spend money. I can tell you it is — and we’ve seen 
this before in my own testimony — ^it is sometimes the responsibility 
of the wife to hold the husband accountable to find that missing 
bass boat, which I’m sorry to report is still missing. [Laughter.] 

I remember when Billy Jo Armey lost his bike, and his mother 
didn’t let him come home until he found it because that was one 
of the family’s assets, hard-earned, important in the family’s life. 

So again, I think we need to emphasis this fact. We are not ask- 
ing the Government of the United States and its agencies to be he- 
roic in keeping track of who they are, what resources they have, 
where do they spend money, where are things warehoused, and ac- 
counting for the effectiveness in the use of tins. 

We have so many important considerations that we can make 
more effectively if we can get beyond sloppy work. And, Mr. Chair- 
man, I use that word “advisory,” and I do not want it to be seen 
as an indictment of people. We are all capable of sloppy work. I, 
myself, with that dam bass boat that I have demonstrated. 

But we are also responsible to maintain some standards, and the 
sloppy work with other people’s money in matters of the kind of 
consequence that we have before us in public policy is something 
that we have a responsibility to eliminate to the absolute best of 
our ability. Only if we eliminate that and have this accurate infor- 
mation that good accounting and auditing procedures can give us, 
will we be able to judge such things as which of the 90-odd child- 
hood pro^ams work, and why do they work? And if they don’t 
work, which should be eliminated? 

Do we have performance measures and data that show whether 
or not bilingual education programs really do help or hurt partici- 
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identified. People must be held accountable. People must see the 
consequences in their own personal lives and people must, there- 
fore, then be incentivized to do better. 

I believe this committee has done good work in these areas. I be- 
lieve this committee has made this a lively issue in public policy 
discourse. This committee is continuing to make this a known, ac- 
cepted, and practiced commitment of this legislative body to see to 
it that we cover all the fine details and accept the responsibility for 
all the rigor and all the discipline so that we give proper oversight 
to the use of the American people’s tax dollars in each and eve:^ 
agency to the maximum service to these same American people in 
their ordinary business lives. 

I’ll conclude by saying, Mr. Chairman, you have my support and 
my encouragement. I would hope that the committee in this effort 
would see my office as a resource. Please do call on me. This work 
is as important as any work that is done on this “hill,” and frankly, 
in my estimation, more important than much of the work. 

So thank you for letting me be a part of it today. 

[The prepared statement of Hon. Richard Armey follows:] 
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pants? Do job training programs have performance goals and tar- 
gets that measure how many participants actually get and retain 
jobs, or are we content to measure that in terms of how many peo- 
ple are trained? And what is the appropriate, and are we accurate 
in either case? 

We’ve already uncovered some frightening things. It took the 
Pentagon — and watch this process. It took the Pentagon 6 months 
only ^ler adverse publicity and exposure to find the lost missile 
laimcher in Farmington, NM. If I can add parenthetically, Mr. 
Chairman, I was in Farmington, NM, during that time. If I had 
only known, I would have helped them to look for it. 

We now find that there are 220 extra tanks in 1 Army unit in 
contrast to the records that the Army command has. Now, I mean, 
it’s no little thing to lose 220 tanks; they could become useful on 
occasion if we just knew where they were and how we might deploy 
them. 

Mr. Horn. It shows that vmit has a good Master Sergeant. 

Mr. Armey. Absolutely, yes. 

Six inactive Navy service crafts, out of 79 total. I know it’s a big 
ocean out there, but we ought to be able to find where these six 
inactive service craft are. While we don’t want to pick on the Pen- 
tagon, we do want to understand that the Pentagon must achieve 
the same rigor as anyone else. 

Now if we can be more effective in auditing, measuring, under- 
standing, and then evaluating, then we can do what it is our essen- 
tial responsibility to do, to see to it that the taxpayers get the value 
for their dollars. 

And as we consider the legislation that’s before your committee 
today, and other alternatives to provide incentives to this, Mr. 
Chairman, while we must have a resolve about this — and we must 
be insistent about it — we should also make it very clear that we 
are not intending here to be punitive. What we’re intending to do 
is to endow Government service in every agency and every oper- 
ation with the Government with the same rigorous, the same re- 
quirements, for understanding who they are, and what they’re 
doing, and what it is they do it with, and evaluating their results 
as everybody in America experiences in the ordinary business of 
life. 

So as you look into this question of how we can better incentivize 
people to achieve these levels of rigor and performance, let me sug- 
gest the three objectives that you might adopt to govern your pro- 
ceedings. 

'The first objective would be to improve financial management as 
quickly zmd as effectively as possible, to ensure clean audits are the 
rule and not the exception. The second exception is to assure that 
this Government is not hypocritical, that this Government complies 
with the same standards that the Government, itself, applies to 
families, and to State and local governments, or to other contracts. 
The third thing is to improve accountability, to find out who are 
the individuals responsible for the failures and incentivize them to 
greater levels of performance. 

You should consider all the options available to you. But you 
have to get beyond the notion of institutional failure and under- 
stand things don’t just happen. People do things. People must be 
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Testimony by Dick Armey 
House Majority Leader 

Before the House Government Reform and Oversight 
Subcommittee on Government Management, Information and Technology 
June 18, 1998 

The Federal government spends $50,775 every second. Washington spends more 
money in one second than most Americans earn in a year. 

Everyday we in the Congress make decisions on how to shape federal programs and 
apply limited federal resources in ways that make the wisest use of taxpayer dollars and 
achieve the greatest good for our citizens. Nothing is more basic to our responsibilities as 
Members of Congress. 

For that reason, it was most disappointing to find out how poorly the government 
accounts for its spending and resources when we learned in April about the findings of 
the first government-wide financial audit ever conducted. 

Equally frustrating has been our efforts to find performance information - with our 
efforts to implement the Results Act - to tell us whether federal programs are working or 
not. 


Sound financial management is intricately related to an agency’s ability to meet its 
performance goals. 

Every business in America, even the smallest mom and pop store, knows intuitively, 
the benefit of cost accounting and the importance of good information about their 
property, inventory and equipment. To have a successful business, owners must have a 
firm grasp of their assets, their liabilities, their budget, and their inventory. For instance: 

• If a person ru nnin g a landscape business misplaced their mower or pick-up truck, 
they’d be focused on finding it fast to continue their work. 

• Any owner of a hardware store must have a trackable inventory system, or they won’t 
be an owner for long. 

• Every American family must keep a budget, keep track of household items, and 
watch where we spend our money. 

Yet, we have a government that doesn’t know what they have, can’t find many 
important pieces of equipment, and can’t account for how it is spending our money. 

More importantly, we have a government with no consequences for such a state of 
affairs. 

In the private sector, if there is not reliable and complete information, there are 
consequences — consequences for employees, for owners, for family members. 


1 



464 


Today we are here to start a discussion about enhancing the consequences for sloppy 
work on the part of our federal agencies. 

Once we get more solid accounting and financial iitformation, we can improve our 
decision-making, and the ability to monitor agency goals that affect the lives of citizens. 
We need to get to questions such as; 

• Which of the 90-odd early childhood programs work and why? 

• Do we have performance measures and data to show whether bilingual 
education programs help or hurt participants? 

• Do job training programs have performance goals and targets that measure 
how many participants actually get and retain jobs, or do we measure success 
just in terms of how many are trained? 

Although I have no desire to unfairly single out the Pentagon, at a time of enhanced 
attention to the needs of our national security, it troubles me that: 

• It took the Pentagon six months, following adverse publicity and exposure, to find 
a lost missile launcher in Farmington, New Mexico. 

• There were 220 extra tanks in one Army unit, in contrast to the Army’s central 
records. 

• There were six inactive Navy service craft, out of 79 total, that could not be 
located. 

Each agency had its own problems, as you know Mr. Chairman. 

This government should be a service in fije lives of the American people. As 
stewards of this government, we in the Congress must do everything we possibly can to 
see that Washington spends other people’s money as carefully as we spend our own. 
Taxpayers want the truth - they want an honest assessment of how Washington is 
spending their hard-earned dollars. 

^ we can reduce the cost of government, create a smaller, smarter, common sense 
government, then I am confident that we can further reduce taxes and deliver better, less 
costly services. This subcommittee has been on the front lines of looking for creative 
ways to do just that. 

Today, we are here to discuss what new laws we can pass that get agencies to change, 
to improve, to get a clean audit and be focused like a laser beam on being fiscally 
responsible for taxpayer dollars. 

We should attempt to develop consensus legislation that can be enacted this year. 
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I commend you, Mr. Chairman, for this effort. You and your colleagues are offering 
creative and effective ideas to change the way Washington works and to help us get a 
smaller, smarter government. One of the lessons we can observe about the lost, and then 
found, missile launcher is: when the press or when Congress focuses attention on a 
problem, solutions are found. Exposure, attention and sometimes, embarrassment, are 
change agents. 

I would hope that any new legislation would meet the following objectives: 

(1) Improve financial management as quickly and as effectively as possible, ensuring 
clean audits are the rule, rather than the exception. 

(2) Not be hypocritical - we should apply the same standards to government that 
government applies to families, to states or local governments, or to contractors. 

(3) Improve accountability of those most responsible for failures. 

You should consider all options for strengthening our financial management laws. 

Mr. Neumann’s legislation has tremendous merit and begins a useful discussion of 
what we can do to get better results for the taxpayers. 

I encourage each of you on this subcorrunittee to be as creative, as firm and as clear as 
you possibly can to ensure that taxpayer dollars are as precious to you as your own 
money. Let’s not waste any time in addressing this matter. 

Good luck and know that we are awaiting your legislative changes in hopes that you 
find the way to ensure we will have better results in the next government wide audit The 
taxpayers deserve better. 
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Mr. Horn. Well, we thank you for your generous comments, and 
we would welcome thoughts as we go along. 

The aim of the subcommittee over the last year or so is to move 
toward real measurement indicators in each executive branch pro- 
gram so that both the executives in charge of that program, the av- 
erage citizen, and the Members of the Congress can see what 
progress is being made to serve the clientele, namely the American 
taxpayer. So we are very interested in doing that, and we welcome 
your kind words and guidance. 

Mr. Neumann, besides your stubbornness, you are also persist- 
ent. [Laughter.] 

STATEMENT OF HON. MARK NEUMANN, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF WISCONSIN 

Mr. Neumann. I would just point out that that stubbornness 

Mr. Horn. We need more like you. 

Mr. Neumann [continuing]. And persistence comes from the pri- 
vate sector, where I had to go through audits every year. And I 
guarantee you, if I went looking for 79 lots that my building com- 
pany owned that we planned to build homes on in the following 
year and couldn’t find 21 of them, which is the case with the Navy 
when they went looking for 79 ships and couldn’t find 21 of them. 
I guarantee you, there would have been some immediate changes 
in my company. 

But I want to start by commending the chairman here, and com- 
mending the work of this committee and the efforts that you’ve 
been putting in to bring this change about and this improvement 
about that’s certainly very necessary. I will not pick on my good 
friend, Mr. Armey. Instead, I will simply commend him for his ef- 
forts in this area, too. Without your support and without your ef- 
forts, this would not have moved forward. 

I’d also remind the committee that last week we passed a resolu- 
tion — I believe it was unanimous on the House floor — that there 
should be consequences for agencies that do not meet the stand- 
ards. I, again, go back to the private sector where I come from. The 
first time we had to pass an audit, the accountants drove me crazy. 
And you said this is — I think you used the word “mundane” or 
something like that — for anybody except accountants. I’ll tell you, 
being on the other side of the desk where the accountants made me 
adhere to their standards and account for every nickel in our in- 
dustry, it was not mundane. We wanted to know where the money 
was coming from, and we wanted to know where the money was 
going to. And the Government, the IRS, wanted to know how much 
was left in the profit column. And the IRS would not have allowed 
us to get away with not knowing where the money was coming 
from or where the money was going to. And that’s why we had to 
have audits every year. 

I will never forget the first time, while Larry Eberheart, who’s 
an accountant in Janesville, WI, came into my office and said we 
were off by approximately $100. Now at this point, the company 
size was about $8 million in gross sales. And I said, “We’re off by 
100 bucks, get out of here. That’s close.” He said, “No, you don’t 
understand. If you’re off by $100, that means there’s something 
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wrong some place in this accounting process, and we’ve got to find 
the $100.” 

You know, he was right, because if you’re off by $100, you might 
be high in one category by $10,000 and have lost $10,100 some- 
where else, and then that, in fact, is $100. You can’t let it go. So 
in the private sector, they demand accuracy in financial accounting, 
and an 3 d;hing less would be absolutely unacceptable. 

When we go through some of these things in this report that the 
GAO did for my office, and if we have not submitted this to your 
committee, this was prepared for our office. I’d like to just read a 
couple excerpts out of this thing. 

Regarding Medicare, $23 billion, approximately 14 percent of the 
total pa 3 Tnents for reasons ranging from inadvertent mistakes to 
outright fraud. That’s a 1-year problem in Medicare, $23 billion. 
Now just think about this for a minute. We talk about everything 
in Washington in 5-year terms; what we’re talking about here is 
$115 billion over 5 years. And then think about the tax cut debate 
or think about the Social Security debate or any of the other de- 
bates and how much money is being talked about just in this one 
area. 

And I’m not going to read through all of these, but there’s a cou- 
ple of others that I’d like to quote word for word. This is the one 
that bothers me the most of all, and I think in terms of threat to 
our society and threat to our people here in our country, our con- 
stituents, this is the one that we ought to be the most worried 
about. It’s the Air Force logistic system, and I’m quoting now di- 
rectly from the GAO audit, “The three data bases included in the 
Air Force’s central logistic system contained discrepancies in the 
amount of equipment on the number of assets on hand, including 
ground-launched and air-launched cruise missiles aircraft and heli- 
copters.” 

What they’re saying here is that the records in the Pentagon that 
show how many missiles we’re supposed to have versus the actual 
missiles out in the field don’t match up. So we are literally missing 
ground-launched and air-launched cruise missiles. 

This is like somebody coming into my office — one of our employ- 
ees when I was running the building company and going, “Hey, 
Mark, you know this list of lots that you’ve got available to build? 
Well, we can find most of them, but we’re missing a few out there. 
Is that all right?” It’s not all right. When you’re talking about mis- 
siles here, we’re talking about a threat to the country as a whole, 
and it’s not all right to have even one discrepancy in terms of 
where the cruise missiles are. 

In terms of going back to private-sector experience, if somebody 
were to come in and say to me, “Mark, by the way we lost $100,000 
out of your accounts this year. It’s an $8 million gross sales busi- 
ness, and we lost $100,000; we’re doing pretty good.” That’s the 
Forest Service. The Forest Service has a budget of $3.4 billion, and 
they lost $215 million. How can you lose $215 million? Let me read 
again, that direct quote from the GAO audit. “The Forest Service 
could not determine for what purposes it spent $215 million of its 
$3.4 billion in operating and program funds.” 

I introduced legislation, and I very much appreciate the oppor- 
tunity to be here this morning. I genuinely believe in the private 
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sector, that our company would not have been profitable, as it was 
not profitable in the first year, it would not have been turned 
around had we not shown a stubborn streak or a determined effort 
to make sure that we were able to account for our money. 

I think in the U.S. Government, unless we show this determina- 
tion and unless we put some teeth into this, it’s going to take a 
long time to clean this up. I really believe that if you do as we did 
in the private sector, and attach consequences to failure to perform 
in your prescribed job, that we’d clean it up in a big hurry. 

Again, I’ll never forget in the private sector, we had a person 
working for us who was as loyal as the day long. He would abso- 
lutely work his tail off. He’d work 16 hours a day if necessary to 
get his job done because he cared about his work. But he didn’t 
have the qualifications to do the job that he was doing, and as a 
result, no matter how hard he worked, he was not able to succeed. 

I guess when I introduced legislation looking at this process, it’s 
not like a slam that somebody in Government is intentionally going 
out and doing something wrong. But if we have people in these po- 
sitions that are not able to accomplish their job and have dem- 
onstrated that they can’t accomplish the job that they’re given to 
do — I find the money in these various agencies and account for that 
money — ^well, then I think we need to replace those individuals as 
we did in the private sector with this individual. Do you know 
what? When he left our employment, and we helped him find a dif- 
ferent job that he was more qualified to do, when he left our em- 
ployment, he came back a couple months later and said, “You 
know, Mark, it’s the best thing that ever happened to me in my 
life.” So when the person was in a position that he could not per- 
form his duty, we helped him find a different position that he could 
perform, and it made his life much better. 

By the same token, the people that are responsible for passing 
these audits, if they can’t get the job done in a 12-month period of 
time, I think they should be allowed to find some other occupation, 
perhaps outside Government, The legislation that we’ve intro- 
duced — and I believe it’s been referred to your committee — suggests 
that we look at these agencies that are not able to financially ac- 
count for the dollars-in and dollars-out of their agency, we identify 
the people responsible for the accounting process in each agency — 
and I think this is real important. It goes from this generic, “some- 
body out there done it,” to a specific this person and this group of 
people have responsibility within the agency to track this money. 
Give them 12 months to clesm it up. Give them 12 months to get 
2 in operational accounting system in. I want to tell you in the pri- 
vate sector, we would not have given them 12 months to find the 
missing 21 lots out of 79. We would have given them 2 days, and 
if they hadn’t found them at the end of 2 days, the problems would 
have materialized very quickly in their lifestyle. 

So I’m suggesting here, because of the size of this, we give these 
folks 12 months to clean up the books. But if at the end of 12 
months the^re not capable of performing their job, I think we need 
to have some consequences. I think we need to replace those peo- 
ple. 

The legislation that we’ve introduced specifically calls for the 
identification, up front, of the people responsible to clean up the 
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books. At the end of 12 months if they can’t pass a financial audit, 
those folks are let go from Government service and, that means 
they go somewhere else in a job they’re more qualified to do within 
the Government that’s fine. But at any rate, we get them out of 
that role because it’s too important to allow them to stay there if 
they can’t get it cleaned up. 

The legislation we introduced also suggests at that point that if 
the agency is not able to account for their funds, at that point we 
withhold up to 5 percent of their budget in reserve. Again, the in- 
tent here is to put some consequences in there to actually get this 
cleaned up. 

I will make a suggestion and a prediction. If we were to enact 
this legislation and actually put real teeth in this thing, 12 months 
from today you would not have a agency out there that could not 
financially account for the money that’s going through the hands 
of that agency. We talk about Government budgeting reform and 
tracking reform, and we talk about all the rest of these things, but 
if, as Mr. Armey said, if we were to have personal responsibility 
in the lives of the people responsible for getting the job done, I be- 
lieve the system would be cleaned up. 

So, I believe the bill has been referred to your committee. I’d cer- 
tainly entertain any questions on it. We look forward to you taking 
a good, hard look at it. Certainly it’s one person’s idea from the pri- 
vate sector of what might be done, and suggestions or improve- 
ments that might be made here in the committee would certainly 
be something I would appreciate and respect. 

So with that, I just again commend this committee for the work 
you’re doing. I think it’s very, very important, and it certainly 
should not he a mimdane issue here. It’s a lot of the taxpayers’ 
money we’re talking about it. 

I thank you again for the privilege of testifying. 

Mr. Chairman, I’d also ask — do have prepared testimony that 
I’d submit for the record, also. 

[The prepared statement of Hon. Mark Neumann follows:] 
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Testimony by Congressman Mark W. Neumann 
at the Subcommittee on Government Management, Information and Technology 
on June 1 8, 1 998 


Good morning Chairman Horn, Mr. Kucinich, and other members of the Committee. 
I appreciate you requesting my testimony at this hearing on legislative options to enforce 
financial audits of Federal agencies. Your work in this Committee has led the way to 
make sure the Federal Government accounts for all the tax dollars we entrust in its care. 

The American public, and quite frankly many of our colleagues, may not realize that 
you have held dozens of hearings on financial management during the past year-and-a-half. 
I commend you for your tireless efforts. However, despite current laws, your best efforts 
in this Committee, and some progress made by a few Federal agencies, the Federal 
Government continues to mismanage billions of taxpayer dollars. More must be done. 

As you know, a financial audit reviews the agency’s financial statements. As part of 
the audit, the auditors go through a small sample of the assets listed to confirm the records 
are accurate. Here are Just a few examples of the waste, fraud, and abuse uncovered by 
this year’s financial audits: 

• The Department of Treasury could not reconcile $ 1 00 bilhon in transactions 
between Federal agencies. 

• The Army misplaced an Avenger missile launcher valued at about $I million that 
could not be found until several months after the audit. 

• The Navy misplaced more than 21 vessels, including a tug boat that still cannot be 
found. It also lost 10 iminstalled engines such as a Harrier jet engine valued at 
about $4 million. 

• The Air Force listed a C- 1 30 air plane as an available asset even though it was 
destroyed years earlier in a corrosive test. 

• The Department of Energy lost a computer valued at $ 1 4 1 ,000. 


I 



471 


• The Federal Aviation Administration listed several demolished buildings as 
available assets. It also failed to record a new day care center. 

• The Medicare program made approximately $20.3 billion in over-payments to health 
care providers ranging firom inadvertent mistakes to outright fiaud and abuse. 

• The Department of Housing and Urban Development made about $900 million in 
over-payments for rental subsidies. 

• The Forest Service could not determine for what purposes it spent $2 1 S million of 
its $3.4 billion in operating and program funds. 

• The Federal Government does not know how much its credit programs cost. 

In short, we caimot trust the Federal Government with our constituents’ hard-earned 
dollars. While some Federal agencies have made progress, they still carmot meet 
standards we expect of businesses and taxpayers. Is it too much to ask that agencies 
simply know how they spend tax dollars? 

We should keep in mind how long Congress has been making this simple request 
and how long Congress has been ignored. Congress first began requiring financial audits 
in the late 1980's and early 1990's. In 1990, under a Democratic Congress and Republican 
Administration, Congress enacted the Chief Financial Officers Act. This law required 
financial audits for certain agencies such as the branches of the Armed Services in the 
Department of Defense. In 1994, Congress enacted the Government Management Reform 
Act that required audits for 24 major Federal Agencies that culminated in a 
governmentwide audit for Fiscal Year 1997. 

In 1996, Congress enacted additional legislation authored by former Senator Hank 
Brown of Colorado to ensure agencies comply with applicable financial laws and 
regulations. In its original form. Senator Brown’s bill also contained provisions that 
penalized agencies that failed their financial audits. His bill fired the responsible 
individuals and reduced funding by one percent for every year an agency failed its audit. 
The provisions were removed prior to the bill’s enactment. 

Our reluctance in 1 996 to include a mechanism that would enforce the audits has 
come back to haunt us. The majority of agencies continue to fail their audits. In fact, four 
agencies have not even submitted audited financial statements this year and the deadline 
was nearly three months ago. Federal agencies have ignored Congress and have not made 
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financial management a priority. 

Last week, with the Committee’s help. Congress overwhelming approved my House 
resolution calling for consequences for Federal agencies that fail their financial audits. In 
response, 1 introduced legislation this week that specifies what those consequences should 
be. 1 call it the “Tax Dollar Accountability Act.” 

For those agencies that foil their annual financial audits or do not even complete the 
audits, my bill would fire the responsible individuals if the agency’s mismanagement 
continued for 1 2 more months. AAer the same 12-moDth period, the bill would also set 
aside five percent of the agency’s funding in a reserve account. It is important to note, that 
unlike previous proposals, my bill does not cut fimding. The agency would be able to 
access the account as soon as it passed the audit. 

The bill defines audit failure as an agency that does not receive an unqualified 
opinion on its financial statements. If an agency receives a qualified opinion, only the S 
percent fencing provision would apply and no one would be fired. A qualified opinion 
means that the agency’s books are essentially clean and organized with only a few specific 
exceptions. 

For Fiscal Year 1997, only nine out of 24 Federal agencies received an unqualified 
opinion. Five agencies received a qualified opinion. Six agencies received adverse or 
disclaimer opinions. As I mentioned before, auditors have not even submitted opinions for 
four agencies. Those four agencies— die Agriculture Department, the Education 
Department, the State Department, and the Federal Emergency Management Agency-have 
not compiled their financial statements and other appropriate records for a fiscal year that 
expired nearly nine months ago. 

As you contemplate legislation to enforce financial audits, you may want to consider 
additional factors such as effective internal controls and compliance with applicable 
financial laws and regulations. Whatever direction the Committee takes, I urge you to 
maintain a very low tolerance for unaccounted taxpayer dollars. Any amount of waste, 
fraud, and abuse is too much. 

Again, Mr. Chairman, thank you for this opportunity to testify about my legislation. 
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105th congress 
2d Skssion 


H.R. 


IN THE HOUSE OP REPRESENTATIVES 


Mr. Neldlvnx (for himself and [see attaehed list of cosj^onsoi's]) introduced 
the follouing bill; which was referred to the Committee on 


A BILL 

To hold Federal agencies accountable for the tax dollars 
spent by such agencies in accordance with the provisions 
in the Government Management Reform Act of 1994, 
and for other purposes. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the “Tax Dollars Account- 


5 ability Act”. 
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1 SEC. 2. RESERVATION OF APPROPRIA'1T;d FUNDS. 

2 Section 3515 of title 31, United States Code, is 

3 amended — 

4 (1) by striking subsections (e) through (h); and 

5 (2) by adding at the end the following new sub- 

6 section: 

7 “(e)(1) Beginning in fiscal year 1999, the Director 

8 of the Office of Management and Budget shall reserve 

9 from obligation and expenditure 5 percent of the disere- 

10 tionaiy appropriations for a fiscal year for an agency (or 

1 1 component of an agency, as applicable) that does not re- 

12 eeive an unqualified opinion on the financial statements 

13 of the agency (or component of the agency) for the pre- 

14 vious fiscal year as part of an audit conducted in accord- 

15 ance with section 3521. 

16 “(2) The Director shall make available to an agency 

17 or component of an agency the expired and unexpired 

18 amounts reserved pursuant to paragraph (1) upon the re- 

1 9 ceipt of an unqualified opinion on the financial statements 

20 of the agency or component as part of an audit conducted 

21 in accordance with section 3521. 

22 “(3) Paragraph (1) shall not apply with respect to 

23 funds appropriated for Offices of Inspector General, Of- 

24 fices of Chief Financial Officers, or any other functions 

25 directly responsible for financial management. 
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1 “(4) For purposes of this subsection, the term ‘dis- 

2 cretionary appropriations’ has the meaning given that 

3 term in section 250 of the Balanced Budget and Emer- 

4 gency Deficit Control Act of 1985.”. 

5 SEC. 3. ACCOUNTABILITY OF AGENCY OFFICERS AND EM- 

6 PLOYEES, 

7 Section 3515 of title 31, United States Code, is fur- 

8 ther amended by adding at the end the following new sub- 

9 section: 

10 “(f)(1) For each audit required by section 3521 that 

11 does not result in an unqualified or qualified opinion on 

12 the financial statements of the agency (or component of 

13 the agency), the Director of the Office of Management and 

14 Budget and the head of the agency shall jointly submit, 

15 not later than April 1, a statement to the Committees on 

16 Appropriations of the House of Representatives and the 

17 Senate, the Committee on Government Reform and Over- 

1 8 sight of the House of Representatives, and the Committee 

19 on Governmental Affairs of the Senate a statement that 

20 identifies the officers and employees of the agency respon- 

21 sible for — 

22 “(A) the financial management of the agency; 

23 and 

24 “(B) the preparation and production of the fi- 

25 nancial statements of the agency. 
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1 “(2) The President (in the ease of an officer ap- 

2 pointed by the President) or the head of the agency (in 

3 the case of any other officer or employee) shall remove 

4 from office or employment each officer or employee of an 

5 ageney identified for two consecutive years in a statement 

6 required by paragraph (1).”. 

7 SEC. 4. SUBMISSION OF AGENCY FINANCIAL STATEMENTS. 

8 Section 3515 of title 31, United States Code, is fur- 

9 ther amended is subsection (a) — 

10 (1) by striking “1997” and inserting “1999”; 

11 and 

12 (2) by inserting “the Congress and” after “and 

13 submit to”. 
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Mr. Horn. Yes, automatically we put all the statements in. 

What would you say is the most critical part of your bill, the Tax 
Dollars Accountability Act, the holding of personal responsibility? 

Mr. Neumann. The identifying the people responsible up front. 

Mr. Horn. Right. 

Mr. Neumann. So that when a year goes by, when 12 months go 
by, we know who to look for that has person^ responsibility. And 
I think that’s the key, personal responsibility, somebody identified 
with the responsibility to do the job. 

Mr. Horn. Any other thing that you think is the second most im- 
portant? 

Mr. Neumann. Well, the withholding of funds from the agency is 
the way you’re going to get the agency members to cooperate with 
the people responsible to complete the audit, because if you’ve got 
accountants in an office and the people in the office don’t cooperate 
with the accountants, they can’t do it. So if you’ve got auditors in 
there, people tracking the money, and over here you got a group 
of people fighting to prevent them from being successful, you won’t 
be successful doing the audit. 

So there has to be consequences, in my opinion, on both sides, 
both the people personally responsible for doing the job, and also 
over here in the agency if the job is not completed. TTiat makes it 
a team effort as opposed to an accountant versus the rest of the 
people in the agency. 

Mr. Horn. I think you’re absolutely correct. You’ve got to get the 
Secretary’s attention, the top executive’s attention to know we’re 
serious, and often that means cutting the agency budget. Do you 
provide for sort of an automatic cut in a percentage or withholding 
money? 

Mr. Neumann. It would be 5 percent, and it would be withheld 
only on the outlay side only until they can pass the audit. So it’s 
a 5 percent withholding and only until they can pass the audit. 
Again, I don’t think that’s an unreasonable amount, but if the com- 
mittee thinks something else is a better number, we’re certainly re- 
ceptive to the will of the committee. 

Mr. Horn. Well, we thank you. 

Does the majority leader have any other suggestions to make on 
this subject? 

Mr. Ajimey. Well, Mr. Chairman, I believe very much in the com- 
mittee system, and I think the committee system works best when 
it takes a bill under consideration, recognizes that as a marked 
point of consideration and departure. There are many, many dedi- 
cated people on this committee, and we would just naturally expect 
there would be other things that might be recommended, and the 
committee would consider that. 

I must say, though, if I may, I wholeheartedly endorse the legis- 
lation offered by Congressman Neumann. I think it’s got the two 
essential things. It basically says you have the individual or indi- 
viduals that are personally and specifically responsible to be held 
accountable, and you then have a broader incentive for the whole 
team to make the whole operation work. I think it has the two es- 
sential ingredients. 

I would guess the committee might find ways that they might 
add to or improve the legislation, and I have so much confidence 
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in the effectiveness of hardworking committees. I would be excited 
to leave here today realizing the committee is taking this as a point 
of beginning and will produce some product that I could put on the 
floor. 

Mr. Horn. Well, you can be sure that we will be acting on this 
legislation very soon. 

Well, we thank you both for coming. We know you’re both very 
busy. 

Mr. Kucinich. Mr. Chairman. 

Mr. Horn. The gentleman from Ohio. 

Mr. Kucinich. Thank you very much. Wouldn’t want to miss out 
a chance to participate in this. 

I want to thank both of you for testifying, and as you know, I 
actually — and the chairman remembers — actually worked to 
round up the votes so we had a unanimous vote last week because 
I felt that the points that you’re making are very important. And 
I support the spirit in which this effort is proceeding because we 
have to make Government more accountable. There’s no question 
about that. 

I think the efforts of the administration need to be credited with 
going toward that direction because, as you know, we had the first 
ever audit of the entire Federal Government. We need to hold the 
administration to a high standard. But they apparently have taken 
efforts to try to get as many unqualified opinions as they could. We 
have four departments covered by that, at least — let’s see, actually 
more than that — nine unqualified opinions. Staff has a chart there, 
I believe, you could put on display. We have another five with 
qualified opinions, and then we get into that area of disclaimers 
which I know the Members who are testifying here, are — we share 
concern about. Because, Congressman Neumann, you and I were 
both active in pointing out some of the deficiencies in the Defense 
Department, and then finally where they are no audits submitted, 
that’s of great concern. 

The concern that I would have is that in the bipartisan support 
that we’ve had for holding the Government to a higher standard 
just at a time when we’re bringing in the first governmentwide 
audit, it may be — and I just used the word, “may be” — premature 
to start to talk about firing people. I remember when we had the 
Department of Defense in. Mr. Armey, since there’s so many De- 
fense contractors, I know in your fine State, this is an interesting 
point. The Department of Defense actually testified that this condi- 
tion with their books has existed for about 200 years. 

Mr. Horn. Well, since it became a Department of Defense, for 
sure. The first Secretary did not make 1 accounting system and let 
100 or 200 accounting systems emerge, so that’s why they can’t rec- 
oncile the books sometimes. 

Mr. Kucinich. Thank you, Mr. Chairman. 

And I wouldn’t want to have to see some personnel necessary to 
our national defense, cashiered because a system really is deficient. 
However, we’re going to hold that Defense Department to a higher 
standard to make sure that they start to get their books in order. 

I want to make sure that when there’s accountability, the ac- 
countability goes to the generals, not to the privates, not to the cor- 
porals, not to those humble people who are toiling away trying to 
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make systems work. Because when we talk about removal from of- 
fice or employment, I want to make sure that we let Federal em- 
ployees know that we encourage them to do their job, but usually 
they are just following orders. If there is going to be accountability, 
we want the accountability to be at the top, and not simply to find 
somebody along the line and say, “Well, you’re out of here.” And 
what it amounts to is someone scapegoated. 

But I think the intent of this is something that ought to receive 
a full hearing. I am concerned, though, how the implementation 
might work given the fact that we’re just beginning the first ever 
audit. See, let’s say if we were in a period where we had a consist- 
ent series of audits over a period of time and then someone would 
fail, in effect, I think people determine their own fate, and they’d 
be forced to leave. I’m just concerned about putting the onus on so 
firmly at this moment on the veiy same employees that we need 
to solve the problem. If they don’t do their job, they ought not to 
be working for the Federal Government. I agree with you on that. 

Then, the other thing I’d like you to consider, Mr. Neumann, is 
as you bring this legislation to committee, maybe we should find 
a way to have it apply to Gk)vernment contractors as well, who 
have given us so many problems in terms of accountability. We had 
this hearing on HUD a week ago where HUD contractors are pos- 
ing a nightmare. There’s hundreds of millions of dollars that are 
not adequately accounted for through that contracting system. 
That’s another area where we might be able to expand the possibil- 
ity of your legislation. 

So, I appreciate your work on this issue. It’s been terrific, and 
I’ll work with you. I just want to make sure that we don’t get into 
some areas where we’re taking such a punitive approach, it’s coun- 
terproductive. I thank the majority leader and Mr. Neumann for 
their participation because I think this is something we can work 
together on. I ask the administration to work with us on this be- 
cause you’re setting a higher standard; we’ll work with you in rais- 
ing the bar. 

Thank you. 

Mr. Horn. I thank the gentleman. 

The gentleman from Texas, Mr. Turner, do you have any com- 
ment? We thank you for being here. 

Hearing no more questions on either side, we thank you both for 
taking time out of your busy day. Thank you very much. 

Next panel will come forward, and that’s Mr. Dodaro, accom- 
panied by Mr. Calder amd Mr. Steinhoflf, General Accounting Office. 

You know the routine, gentlemen. We swear in all witnesses ex- 
cept Members of the House. 

[Witnesses sworn.] 

Mr. Horn. Thank you. The clerk will note that all three have af- 
firmed. 

And we begin with Mr. Dodaro, Assistant Comptroller General of 
the United States, U.S. General Accounting Office. Welcome, again, 
for your probably 25th appearance before this subcommittee. 
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STATEMENT OF GENE DODARO, ASSISTANT COMPTROLLER 

GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOM- 
PANIED BY PHILIP CALDER, CHIEF ACCOUNTANT, AND JEFF 

STEINHOFF, DIRECTOR 

Mr. Dodaro. It’s always a pleasure, Mr. Chairman, to be here. 
Good morning to you, Congressman Kucinich, Mr. Turner. 

We appreciate the opportunity to be here today to discuss options 
for fostering effective implementation of good financial manage- 
ment practices throughout the Government. When I was here 2 
months ago before this committee, I talked about the progress 
that’s being made but I underscored the fact that there was a con- 
siderable amount of effort and perseverance required in order to 
bring about the type of legislative reforms that were envisioned by 
the Chief Financial Officers Act and other financial management 
legislation passed by the Congress. 

As mentioned this morning, our report on the consolidated audit 
of the Federal Government’s financial statements outlined the most 
serious challenges facing the Federal Government. We’ve been 
pleased with the reaction to that report, both by the executive 
branch and by the Congress. 

As you mentioned in your opening statement, the President last 
month issued a directive to the heads of departments and agencies 
about addressing the deficiencies identified in our audit and setting 
forth a process in order to help achieve the administration’s goM 
of obtaining an unqualified opinion on the consolidated financial 
statements of the Government for fiscal year 1999. Now that proc- 
ess requires 0MB to designate which agencies for them to submit 
a plan to 0MB to address these weaknesses. The first plans are 
due the end of July this year. After that, agencies are required to 
submit quarterly reports to 0MB on their progress in implement- 
ing that plan. 

0MB is also required under the directive to provide periodic sta- 
tus reports to the Vice President on progress in meeting the goal 
of obtaining an unqualified opinion for fiscal year 1999. 

Now this is an important step, but I would point out two impor- 
tant features that must take place in order for this to be effective. 

First, the plans have to be of good quality. They have to precisely 
define the financial management problems and to set forth realistic 
detailed strategies. They must fix accountability, and the discus- 
sion this morning about accountability is crucial. And they have to 
set timeframes. So the plans have to be good. 

The second point I would make is that the missing ingredient 
that we’ve always noted where things do not achieve full expecta- 
tions is implementation. These plans need to be implemented effec- 
tively. The progress reports are critical, and GAO and the auditors 
should be used as a process of independently judging the progress 
that agencies are making in implementing these plans. 

But implementation is key, especially the involvement of the top 
officials. I was glad to see the President sent the memo and a direc- 
tive to the heads of departments and agencies and not just to the 
chief financial officers. That sends a strong signal that this is a 
problem that needs to be worked from the top down. But that proc- 
ess has to be followed through. It’s easy to issue directives, but to 
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actually translate them into concrete improvements will take a con- 
siderable amount of effort. 

We’re also pleased with the actions taken by the Congress. The 
series of hearings that this subcommittee has held have been very 
important in sending a message to the Federal departments and 
agencies that the Congress has a strong interest in seeing these re- 
forms carried out appropriately. Other congressional committees 
are also increasingly using the results of financial audits and ask- 
ing GAO for interpretations of the results and analysis of the 
issues that are being raised by the audits. Also the resolution 
passed by the Congress recently underscores the congressional re- 
solve to bring about changes in this area. All those efforts are very 
good and are providing a good impetus and example for the agen- 
cies. 

Also, the reform that the Congress set in place in 1996 in the 
Federal Financial Management Improvement Act is just beginning 
to unfold. That act required that for the audits beginning in fisc^ 
year 1997 the auditors judge agencies’ implementation with ac- 
counting standards and systems requirements and make an inde- 
pendent determination. During the first year, these last round of 
audits most of the agencies failed to meet that test and were found 
to not be in substantial compliance with those requirements. The 
legislation calls for a structured process where the agency heads 
produce remedial action plans to bring them into compliance with 
the 3-year timeframe established in that legislation. 

Those remedial plans by the agencies will be available soon for 
the Congress to review and for GAO to look at in order to assess 
whether or not those plans are appropriately on target and are 
going to bring about the changes within the timeframe established 
by that le^slative mandate. 

Now going beyond these actions, we think the Congress could 
provide additional active oversight through the normal appropria- 
tions, authorization and oversight processes. For example, in this 
manner, agency heads should be required as they’re presenting 
their funding request for next year’s appropriations to explain how 
well they accounted for last year’s appropriation. And for the prob- 
lems being raised by the audit, and what is being addressed by 
them in terms of action plans and who the accountable people are 
that are responsible for bringing about the changes. And that ac- 
tion, requiring the agency head to come before a committee and 
have to explain the results of these audits, I think would be a pow- 
erful incentive to agency heads to make sure that the changes are 
taking place, and that they work to bring in the right senior man- 
agement team including a good qualified chief financial officer to 
make needed changes. 

Then the Congress could also hear the independent views of the 
auditors on what kind of progress is being made, what kind of ac- 
tions have been taken, and what are the depth and severity of the 
correct problems. Then based upon this assessment, the Congress 
could take tailored actions on a case-by-case basis for each agency 
and consider a wide range of options. I think the tenet of Congress- 
man Neumann’s proposals to use the appropriation process is a 
good one, and we would suggest that it be used on a case by case 
basis. The Congress could decide, depending on the severity of the 
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problems, to mandate a specified level of improvement within a cer- 
tain timeframe or basically withhold or reserve appropriations 
until that takes place over a period time. They could also specify 
that the appropriations would be for administrative operations that 
would be withheld until the agency demonstrates a level of 
progress. 

The Congress could also expand or limit agencies’ reprogram- 
ming or transfer authority depending upon the quality of their fi- 
nancial management and the confidence that the Congress has in 
their ability to carry out effective financial management. Also, the 
Congress could begin to scrutinize more the funding requests that 
are made by agencies. If they don’t get adequate answers to ques- 
tions that are raised by the underlying problems with the data sup- 
porting the justification for the request, they could limit funds and 
also make sure that agencies are adequately able to explain how 
they’re going to properly account for those expenditures. 

Congress could also, in this circumstance, target or set aside 
money for specific financial management improvements to make 
sure that the appropriate resources are being applied, and then 
also require reports from the agencies on what kind of return 
they’re receiving for that investment, and ask; is the money pro- 
ducing the appropriate results. 

This t 3 qje of process is intended to get at the issues that Con- 
gressman Armey and Congressman Neumann raised of determin- 
ing accountability by using the appropriation process and the over- 
sight process as the vehicle for examining and doing these detailed 
assessments and putting in the time and effort to do that. 

In closing, Mr. Chairman, I would like to raise one huge caveat 
with this whole process. That caveat is the year 2000 computing 
challenge. Unless that problem is successfully dealt with, I think 
there’s a high level of likelihood that financial management re- 
forms will be derailed, or the pace of improvement slowed. As we’ve 
reported as recently as a week ago before this committee, agencies 
have been slow to make those changes. This committee needs no 
introduction to that issue. It’s a serious problem with important 
ramifications, and I think appropriately is taking precedence as the 
top management problem in the agencies. And I’m concerned, un- 
less agencies work that process through effectively and can ensure 
compliance with the year 2000 problem, efforts to achieve financial 
management reform and indeed other management reforms as 
well. We’ve made numerous recommendations to individual agen- 
cies, 0MB and the President’s Council on Year 2000 conversion in 
order to bring about the type of changes that will make this transi- 
tion to the millennium successful. 

But it’s really critical, and I think the efforts of this committee 
to look at the incentives that should be put in place to bring about 
financial management reform need to consider that impending cri- 
sis and the efforts required by the agencies to do this. Now I’m not 
sa 3 dng progress isn’t possible. I think it’s possible for agencies to 
deal with this problem successfully if they put forth the effort and 
implement the recommendation we and others have made. I think 
they can continue to make progress in financial management re- 
form at the same time, but it’s going to take a lot of effort, and it’s 
definitely a complicating factor right now. We at GAO remain com- 
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mitted to working to bring about the type of accounting that the 
American public expects and to have proper accountability for the 
taxpayer resources and to also ensure that there are not wide- 
spread disruptions posed by the year 2000 problem in this transi- 
tion to the next century. 

That completes my remarks. Phil, Jeff, and I would be happy to 
answer any questions. 

[The prepared statement of Mr. Dodaro follows:] 
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Mr. Chairman and Members of the Subcommittee: 

We are pleased to discuss ways the Congress can help ensure that 
agencies effectively implement federal financial management reform 
legislation. This legislative framework includes the 1990 Chief 
Financial Officers (CFO) Act, as expanded by the 1994 Government 
Management Reform Act, as well as the 1996 Federal Financial 
Management Improvement Act (FFMIA) . These statutes establish a 
broad-based set of expectations for improving financial management 
such as producing reliable financial reports, generating sound 
cost and performance information, fixing weaknesses in systems and 
controls, and building effective financial management 
organ! rations . 

An essential foundation to help achieve these goals is the 
requirement that the 24 CFO Act agencies annually prepare 
financial statements and subject them to an independent audit, 
beginning with those for fiscal year 1996. Additionally, audited 
consolidated financial statements for the U.S. government are now 
required annually, starting with those for fiscal year 1997. To 
further promote needed reforms, FFMIA calls for agencies to meet 
various financial management stcuidards and requirements and, if 
they do not, to prepare remediation plans. 

These reforms begin to subject the federal government to the same 
fiscal discipline imposed for years on the private sector and 
state and local governments. This discipline is needed to correct 
long-standing serious weaknesses in federal financial management 
systems, controls, and reporting practices. Considerable effort 
is underway across government to make needed improvements and 
progress is being made, but a great deal of perseverance will be 
required to fully attain Che legislative goals set by federal 
financial management statutes. 

To build upon these efforts, the Subcommittee is exploring ways to 
expedite fixing the problems that hamper effective financial 
management across government today. The Subcommittee's efforts 
are in concert with the House of Representatives resolution 
(H.Res. 447), passed on June 9, 1998, which underscored 
congressional demands for quickly resolving outstanding financial 
management problems . 

The federal government ceui continue to make progress in 
implementing financial meuiagement reforms, but the pace and extent 
of improvement will depend upon the dedication of agency heads cind 
their senior management teeims, especially the Chief Financial 
Officers, and the ability to deal with a range of financial 
management systems issues, as well as continuing emphasis by the 
Congress on fincuicial rticuiagement reform. Broad oversight by the 
Congress will be very important to hold agency heads accountable 
for needed financial management improvements. The Congress would 
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make a significeint contribution to ensuring satisfactory results 
in this area if the results of financial audits and needed 
improvements became a routine part of its normal annual 
appropriation, authorization, and oversight deliberations. 

PROGRESS IS BEING MADE 

Since the CFO Act's passage, steady progress has been made in 
improving federal financial management. A set of comprehensive 
accounting standards has been completed by the Federal Accounting 
Standards Advisory Board (FASAB) , agencies are progressing in 
receiving unqualified audit opinions on financial statements, and 
structures are in place to identify and resolve governmentwide 
financial management issues. 

FASAB was created by the Secretary of the Treasury, the Director 
of Office of Management and Budget (0MB) , and the Comptroller 
General in October 1990 to consider and recommend federal 
accounting standards. Treasury, 0MB, and GAO then decide whether 
to adopt the recommended standards; if they do, the standards are 
published by 0MB and GAO and become effective. Statements of 
federal financial accounting concepts and standards, which are 
listed in attachment I, now provide for reporting on the federal 
government's financial condition, as well as on the costs of its 
programs . 

For fiscal year 1996, when agencywide financial statements were 
required across government for the first time, 6 of Che 24 CFO Act 
agencies received unqualified audit opinions. For the next year, 
fiscal year 1997, 9 agencies received unqualified audit opinions, 
and 0MB expects an additional agency Co receive am unqualified 
opinion by the end of June 1998.“ The preparation of financial 
statements and independent audit opinions required by the expanded 
CFO Act are bringing greater clarity and understanding to the 
scope and depth of problems and needed solutions. 

Some individual agencies have successfully solved these problems. 
For exaimple, the Social Security Administration (SSA) prepared 
financial statements for fiscal year 1987 — prior to the expanded 
CFO Act's requirement--addressed financial weaknesses, and 
attained its first unqualified audit opinion for fiscal year 1994. 
As this Subcommittee heard at its April 17, 1998, hearing, SSA now 


“These agencies are the Social Security Administration, the 
National Aeronautics and Space Administration, the Nuclear 
Regulatory Commission, the Department of Energy, the General 
Services Administration, the Department of Labor, the Small 
Business Administration, the Environmental Protection Agency, and 
the Department of the Interior. 0MB expects the Department of 
Education to receive an unqualified opinion by June 30, 1998. 
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produces financial statements within 2 months after the close of 
the fiscal year and continues to receive unqualified audit 
opinions annually. 

At the Department of Energy, the Inspector General identified 
problems related to the balance sheet Energy prepared for fiscal 
year 1995. The problems, for example, involved identifying 
liabilities associated with environmental cleeuiup and controls 
over property and equipment, which Energy worked to correct. The 
following year, fiscal year 1996, Energy prepared agencywide 
financial statements that received an unqualified opinion, and 
sustained these results for fiscal year 1997. 

Many people are actively working to resolve federal financial 
management problems. For example, 0MB has issued guidance to 
agencies on producing useful financial reports that meet FASAB 
standards. In addition to individual CFOs working to address 
issues in their agencies, the CFO Council, working with 0MB, 
develops an annual financial management status report and five- 
year plan. Inspectors General are carrying out their 
responsibilities to ensure annual audits of financial statements. 

REACTION TO THE FIRST GOVERNMENTWIDE 
FINANCIAL STATEMENT AUDIT RESULTS 

On March 31, 1998, the Secretary of the Treasury, in consultation 
with the Director of OMB, issued the 1997 Consolidated Financial 
Statements of the United States Government . These audited 
governmentwide financial statements were the first prepared and 
issued under provisions of the expanded CFO Act and included our 
first report required by the act.^ 

On April 1, 1998, we testified' before this Subcommittee on the 
results of our audit. Our testimony framed the most serious 
financial management improvement challenges facing the federal 
government. In summary, significant financial systems weaknesses, 
problems with fundamental recordkeeping, incomplete documentation, 
and weak internal controls, including computer controls, prevented 
the government from accurately reporting a large portion of its 
assets, liabilities, and costs. Our audit of the federal 
government's consolidated financial statements and the Inspectors 
General audits of agencies' financial statements have resulted in 
an identification and analysis of deficiencies in the government's 


'Financial Audit: 1997 Co nsolidated Financial Statements of the 

United States Government (GAO/AIMD-98-127, March 31, 1998). 

' U.S. Government Financial Statements: Results of GAP's Fiscal 
Year 1997 Audit (GAO/T-AIMD-98-128, April 1, 1998) . 
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recordkeeping and control system and recommendations to correct 
them. 

The executive branch recognizes the extent and severity of the 
financial management deficiencies cind that addressing them will 
rec[uire concerted improvement efforts across government. 

Financial meinagement has been designated one of the President's 
priority management objectives, with the goal of having 
performance and cost information in a timely, informative, and 
accurate way, consistent with federal accounting standards. Also, 
the administration has set goals for individual agencies, as well 
as the government as a whole, to complete audits and gain 
unqualified opinions. 

To help achieve these objectives, the President issued a May 26, 
1998, memorandum to the heads of executive departments and 
agencies on actions needed to improve financial meuiagement . The 
President's message points to several areas requiring agencies 
additional attention: practices related to the government's 
property, federal credit programs, liabilities related to the 
disposal of hazardous waste and remediation of environmental 
contamination, federal government employment-related benefits 
liabilities, emd transactions between federal entities. These 
areas reflect the serious deficiencies that prevented us from 
being able to form an opinion on the reliability of the 
consolidated financial statements of the U.S. government. 

The President's directive places additional accountability on 
agency heads, and gives 0MB more responsibility for addressing 
these problems. Specifically, he has directed Chat; 

-- 0MB identify agencies subject to reporting under the 

President's memorandum and monitor their progress towards the 
goal of having an unqualified audit opinion on the 
govemmentwide financial statements for fiscal year 1999. 

-- The head of each agency identified by 0MB submit to 0MB a plan, 
including milestones, for resolving by September 30, 1999, 
financial reporting deficiencies identified by auditors. The 
initial agency plans are due to 0MB by July 31, 1998. 

-- The head of each agency submitting a plan provide quarterly 
reports to 0MB, starting on September 30, 1998, describing 
progress in meeting the milestones in their action plan and any 
impediments that would impact the governmentwide goal . 

-- 0MB provide periodic reports to the Vice President on the 

agency submissions and govemmentwide actions taken to meet the 
governmentwide goal . 
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Specific agencies, such as the Department of Defense (DOD) , are 
also reacting to the results of the most recent financial audits. 
As we testified before this Subcommittee on April 16, 1998, 
material financial management deficiencies identified at DOD, 
taken together, represent the single largest obstacle that must be 
effectively addressed to achieve ein unqualified opinion on the 
U.S. government's consolidated financial statements.* In response 
to [K)D's unfavorable financial audit results over the last several 
years, the Secretary of Defense cuinounced on May 15, 1998, that 
initiatives to improve the accuracy, timeliness, and usefulness of 
financial information are to be developed through the Defense 
Management Council. The Secretary has (1) instructed the Under 
Secretary (Comptroller) to oversee departmentwide efforts to 
improve the manner in which financial information is captured and 
reported in all DOD systems--not just its financial systems--and 
(2) directed the secretaries of the military departments, and 
other top DOD officials, to support the Under Secretary 
(Comptroller) in DOD's financial business practices reform. 

Reactions such as these to address the problems identified through 
the first audit of the U.S. government's consolidated fineuicial 
statements are positive steps. In the short term, the quality of 
the action plans agency heads submit to 0MB in response to the 
President's directive will be critical. It is essential for these 
plans to define financial meinagement problems precisely, establish 
specific strategies and corrective measures for resolving them, 
include implementation timeframes, fix accountability for needed 
actions, and be prepared in consultation with auditors. Moreover, 
our experience has shown that considerable hard work, commitment, 
and oversight will be necessary to translate planned steps into 
concrete improvements . 

The aggressiveness with which agencies implement the action plans 
and pursue solutions to financial management problems will be a 
strong indication of whether agency heads have a sustained 
commitment to achieving financial management reform goals. 
Ultimately, agency heads and their senior management team have to 
be accountable for results. Again, the auditors have key roles in 
providing perspectives on actions needed to attain improvements 
and in assessing progress toward implementing the action plans. 

YEAR 2000 COMPUTING CRISIS AND 
MODERNIZING FINANCIAL SYSTEMS 

Federal agencies will have great difficulty meeting expectations 
for modernizing their financial management systems unless they 


*Department of Defense: Financial Audits Highlight Continuing 

Challenges to Correct Serious Financial Management Problems 

(GAO/T-AIMD/NSIAD-98-158, April 16, 1998). 
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effectively meet the Year 2000 computing challenge.^ As we have 
discussed in numerous testimonies before this Subcommittee, this 
issue is the most sweeping and urgent information technology 
challenge facing organizations today. Strong leadership is needed 
to avoid major disruptions in services eind financial operations, 
such as processing financial transactions, reporting financial 
information, controlling property, and collecting revenue. 

Unless this issue is successfully addressed, serious consequences 
could occur. For example: 

-- payments to veterans with service-connected disabilities could 
be severely delayed if the system that issues them either halts 
or produces checks so erroneous that it must be shut down and 
checks processed mzinually; 

-- the SSA process to provide benefits to disabled persons could 
be disrupted if interfaces with state systems fail; 

-- federal systems used to track student loans could produce 

erroneous information on loan status, such as indicating that a 
paid loan was in default; 

-- IRS tax systems could be unable to process returns, thereby 
jeopardizing revenue collection and delaying refunds; and 

-- the military services could find it extremely difficult to 
efficiently etnd effectively equip and sustain U.S. forces 
around the world. 

This Subcommittee's emphasis has helped to focus on the potential 
consequences of the Year 2000 con 5 )uting crisis and the need for 
added impetus by some agencies to overcome vast difficulties 
within the next 18 months. In our most recent testimony before 
the Subcommittee on June 10, 1998, we reported that progress in 
addressing Year 2000 continues at a slow pace, and that as the 
amount of time to the turn of the century shortens, the magnitude 
of what must be accomplished becomes more daunting.* We have 


*For the past several decades, information systems have typically 
used two digits to represent the year, such as ■98" for 1998, in 
order to conserve electronic data storage and reduce operating 
costs. In this format, however 2000 is indistinguishable from 
1900 because both are represented as *00. ’ As a result, if not 
modified, computer systems or applications that use dates or 
perform date- or time-sensitive calculations may generate 
incorrect results beyond 1999. 

‘ Year 2000 Computing Crisis: Actions Must Be Taken Now to Address 

Slow Pace of Federal Progress {GAO/T-AIMD-98-205 , June 10, 1998) . 
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issued over 40 reports and testimony statements detailing specific 
findings and recommendations related to the Year 2000 readiness of 
a wide range of federal agencies. Moreover, to reduce the risk of 
widespread disruptions, we have made several governmentwide 
recommendations to the President's Council on Year 2000 Conversion 
cind 0MB to expedite the efforts of federal agencies and build 
strong partnerships with the private sector and state and local 
governments . 

This will likely affect the pace of progress on modernizing 
financial systems, as some agencies' efforts to address the Year 
2000 computing crisis is taking precedence over longer-term 
financial meuiagement systems development and improvement 
initiatives. Unless successfully dealt with, this crisis presents 
the likelihood of new financial management systems weaknesses 
occurring, existing problems worsening, and on-going reform 
efforts being derailed. 

CONGRESSIONAL OVERSIGHT IS KEY 

Congressional attention is essential to help sustain the current 
momentum to implement financial management reform legislation. 
There are clear indications that the results of financial audits 
are beginning to attract increasing attention from various 
congressional committees. 

One instance involves the audit of IRS's financial statements. 
During our first audits, beginning with fiscal year 1992, we 
identified serious problems and were unable to give an opinion on 
IRS's financial statements. The head of IRS was called before 
congressional committees in both the House and Senate on numerous 
occasions to explain the steps IRS was taking, and the progress it 
was making, to overcome them. On April 15, 1998, we testified’ 
before this Subcommittee that after several years of concerted 
effort by IRS and GAO, we were, for the first time, able to 
conclude that IRS's custodial financial statements were reliable.® 
These positive results show that focused attention by the Congress 
and this Subcommittee on IRS's fincincial management has begun to 
improve information available to IRS management and to the 
Congress to help make decisions. 


Intgrnfll -Sgvenug -SecYicg; Remaining Challenges to Achieve Lasting 

Financial Management Improvements (GAO/T-AIMD/GGD-98-139 , April 
15, 1998) . 

^Financial. Au dit ; Examination of IRS' Fiscal Year 1997 Custodial 

Financial Statements (GAO/AIMD-98-77, February 26, 1998) . 
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In addition, issues raised by fineincial audits are beginning to 
prompt inquiries cimong various congressional committees, as 
exemplified by the following: 

-- In its reports for the fiscal years 1997 and 1998 

appropriations bills, the Subcommittee on Labor, Health and 
Humein Services, Education euid Related Agencies of the House 
Committee on Appropriations (1) set the expectation that the 
Departments of Labor, Health and Human Services, and Education 
work vigorously toward obtaining deem audit opinions, (2) 
questioned whether these agencies could properly exercise the 
substemtial transfer and reprogramming authority gremted to 
them under the appropriations act if substemtial financial 
memagement reform progress had not been made, and (3) stated 
that in subsequent years it would consider the agencies' 
progress in making such reforms and obtaining clean financial 
statement audit opinions when scrutinizing requests for 
appropriations emd in deciding whether to continue, expemd, or 
limit tremsfer and reprogramming authority. 

-- The Chairmam of the House Committee on the Budget asked us to 
monitor the Forest Service's progress in improving the 
reliability of its accounting and financial data, which also 
contributed to a recent joint hearing before the House 
Committee on Resources, Committee on the Budget, and 
Subcommittee on Interior and Related Agencies, Committee on 
Appropriations, focusing on inefficiency and waste resulting 
from the Forest Service's lack of fin 2 mcial and performance 
accoimtabi 1 i ty . ’ 

-- After considering funding for DOD for fiscal year 1998, the 
Senate Armed Services Committee legislatively required DOD to 
prepare biennial financial management improvement plans that 
include a concept of operations for the finemcial management of 
the Department.'” The first such plan is to be submitted to the 
Congress by September 30, 1998. In approving DOD's 1997 and 
1998 appropriations, the Congress also put in place a 
legislative requirement to accelerate DOD's planned timetable 
for addressing long-standing problems in accurately and 


’ Financial Management: Forest Service's Progress Toward Financial 

Accountahl 1 i tv (GAO/AIMD-97-151R, August 29, 1997) euid Forest 

Service: Lack of Financial and Performance Accountability Has 

Resulted in Inefficiency and Waste (GAO/T-RCED/AIMD-98-135 , March 
26, 1998). 

'" Financial Management: Comments on DFAS' Draft Federal Accounting 

Standards and Requirements (GAO/AIMD-97-108R, June 16, 1997). 
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promptly accounting for billions of dollars in disbursements . “ 
Additionally, as part of DOD's 1999 authorization, the Senate 
Armed Services Committee has approved a requirement for DOD to 
provide a detailed auinual report on the quantities and 
locations of DOD's multi-billion dollar investment in 
inventories and military equipment. 

-- The Chairman of the House Budget Committee asked us to analyze 
the programmatic and budgetary implications of the financial 
data deficiencies enumerated by the auditors' examination of 
the Department of the Navy's fiscal year 1996 financial 
statements. In March 1998, we advised the Chairman that the 
extent and nature of the Navy's fineincial deficiencies 
identified by the auditors, including those that relate to 
supporting management systems, increases the risk of waste, 
fraud, and misappropriation of Navy funds and can drain 
resources needed for defense mission priorities.'^ 

-- On April 24, 1998, this Subcommittee and the House Committee on 
Commerce's Subcommittees on Oversight and Investigations, 

Health and Environment held a joint hearing on the Department 
of Health and Human Service Inspector General's audit of the 
Health Care Financing Administration's fiscal year 1997 
financial statements. This helped focus attention on fixing 
the control weaknesses associated with the more than 
$20 billion of improper payments in the Medicare fee-for- 
service program disclosed by the financial audit. 

-- In February 1998, we assisted the Chairman of the House 
Committee on the Budget consider the possible program and 
budgetary implications of the questions raised about fincincial 
statement data deficiencies identified in the Department of 
Transportation Inspector General's audit report on the Federal 
Aviation Administration's fiscal year 1996 Statement of 
Fincuicial Position.” 

In addition to initiatives by individual congressional committees, 

the Federal Fineincial Management Iir 5 >rovement Act provides the 

Congress another tool in monitoring the progress of all 24 CFO Act 


" Financial Management: POD Needs to Lower the Disbursement 

Prevalidation Threshold (GAO/AIMD-96-82, June 11, 1996) . 

"CFQ Act Financial Audits; Programm atic and Budgetary 

Implications of Naw Financial Data Deficiencies (GAO/AIMD-98-56, 
March 16, 1998) . 

"Financial Manaqgmsnt; Federal Aviation Administration Lacked 

Account ability for Major Assets (GAO/AIMD-98-62 , February 18, 
1998) . 


9 


GAO/T-AIMD-98-215 



493 


agencies in irtproving financial systems. The act is intended to 
increase accountcibility in federal financial management and 
develop systems with the capability to support FASAB steindards. 
FFMIA also provides for an independent judgment by auditors of 
agencies' efforts to foster compliance with financial management 
improvement goals . 

Under the act, agencies are required to comply with federal 
accounting standards, federal financial systems requirements, and 
the U.S. government's stcindard general ledger at the transaction 
level. This legislation also requires (1) auditors performing 
financial audits under the CFO Act to report whether agencies 
comply with these requirements cind (2) if agencies do not comply, 
agency heads are to prepare remediation plans to bring financial 
management systems into substeuitial complieince within 3 years. 

We reported in October 1997** that prior audit results and agency 
self-reporting all point to significeint challenges that agencies 
must meet to fully implement these requirements. The majority of 
federal agencies' financial management systems are not designed to 
meet current accounting standards and systems requirements and 
ceuinot provide reliable financial information for managing 
government operations and holding mcinagers accountcible. Auditors' 
reports for fiscal year 1997 agency financial audits are 
disclosing the continuing poor shape in which agencies find their 
financial systems. To date, the financial systems of only 4 
agencies are reported to be in substantial compliance with the 
requirements and standards FFMIA specifies.** 

The Congress can build further upon this structure by conducting 
annual hearings on each agency as part of the regular 
appropriation, authorization, and oversight process. Each year, 
congressional committees could review the results of agencies' 
most recent financial statement audits and FFMIA reports to gauge 
the progress agencies are making in improving financial 
management. Agency heads could be required to describe remedial 
actions being taken to address fincuicial management problems 
identified by independent auditors. 

Through this process, the Congress can, therefore, be in an 
informed position to assess progress in achieving legislative 


** Financial Management: Implementation of the Federal Financial 

Management Improvement Act of 1996 (GAO/AIMD-98-1 , October 1, 
1997) . 

**The agencies reported to be in substantial compliance are the 
Department of Energy, the National Aeronautics and Space 
Administration, the National Science Foundation, and the General 
Services Administration. 
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financial management improvement reforms, addressing the Year 2000 
computing crisis, and meeting the President's financial statement 
audit goals. This would allow thorough consideration of the 
severity of an agency's financial management problems, the 
demonstrated commitment to improvement efforts, and the 
independent perspectives of the auditors on an agency's progress 
in responding to financial statement audit recommendations. Using 
the results of this assessment, the Congress can clearly determine 
accountability and tailor needed additional actions. 

Based on the circumstances of individual agencies on a case-by- 
case basis, the Congress could, for example, consider whether to 
(1) in areas of special concern, require attainment of specified 
improvements within established milestones before certain funds 
supporting administrative operations or systems would be available 
for obligation, (2) expand, continue, or limit transfer or 
reprogramming authority depending on the quality of an agency's 
financial management, (3) target, or set aside, needed funding for 
financial iricinagement improvement efforts that are deemed necessary 
to achieve progress and require periodic status reports on the 
return for this investment, or (4) scrutinize funding requests, 
and perhaps consider limiting ftinds, in areas where agencies 
cannot provide satisfactory answers to questions raised about the 
quality of the data underpinning the request or their ability to 
properly account for the expenditures . 

These mechanisms--sustained congressional attention as part of the 
normal oversight process and agency head accountability--are 
essential to continue to effectively implement the financial 
management reform legislative foundation the Congress has 
established. They are key elements of ensuring that agencies make 
the investment of time, talent, and resources necessary to achieve 
needed financial management improvements. 

With a concerted effort, the federal government, as a whole, can 
continue to make progress toward ensuring full accountability and 
generating reliable information on a regular basis. Annual 
financial statement audits are essential to ensuring the 
effectiveness of the improvements now underway, and ultimately, to 
producing the reliable and complete information needed by 
decisionmakers and the public to evaluate the government's 
financial performance. They are also central to assuring 
taxpayers that their money is being used as intended and helping 
the government implement broad management reforms called for by 
the Government Performance and Results Act. 


Mr. Chairman, this concludes my statement. I would be happy to 
now respond to any questions that you or other members of the 
Subcommittee may have at this time. 
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ATTACHMENT I 


STATEMENTS OF FEDERAL FINANCIAL 
ACCOUNTING CONCEPTS AND STANDARDS 

STATEMENTS OF FEDERAL FINANCIAL ACCOUNTING CONCEPTS (SFFAC) 

Objectives of Federal Financial Reporting (SFFAC 1) 

Entity and Display (SFFAC 2) 

STATEMENTS OF FEDERAL FINANCIAL ACCOUNTING STANDARDS (SFFAS) 

Accounting for Selected Assets and Liabilities (SFFAS 1) 
Accounting for Direct Loans euid Loan Guarantees (SFFAS 2) 
Accounting for Inventory and Related Property (SFFAS 3) 
Managerial Cost Accounting Concepts and Standards (SFFAS 4) 
Accounting for Liabilities of the Federal Government (SFFAS 5) 
Accounting for Property, Plant, £ind Equipment (SFFAS 6) 
Accounting for Revenue cuid Other Financing Sources (SFFAS 7) 
Supplementary Stewardship Reporting (SFFAS 8) 

Deferral of the Effective Date of Managerial Cost Accounting 
Standards for the Federal Government in SFFAS 4 (SFFAS 9) 

INTERPRETATIONS 

Accounting for Indian Trust Funds (Interpretation 1) 

Accounting for Treasury Judgment Fund Transactions 
(Interpretation 2) 

Measurement Date for Pension and Retirement Health Care 
Liabilities (Interpretation 3) 

Accounting for Pension Payments in Excess of Pension Expense 
(Interpretation 4) 


(919285) 
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Mr. Horn. OK. Let me just mention, first, would you give us 
your comments on Mr. Neumann’s legislation and what else you 
might suggest, based on your experience in this area, so that we 
can all take a look at it before a markup is scheduled? 

And No. 2, if you have any material on the Forest Service, since 
that’s been mentioned? I am going to a couple of forests during the 
break in a few weeks and I would appreciate anything else you 
have, since I know you’ve done a series of reports, and get a set 
for the staff, and a set for me, and a set for the minority. And then 
we’ll all know what’s going on in that area without having to re- 
invent the wheel. 

And now we’re going to 3 deld 10 minutes of questioning at a time 
and alternative between parties. I yield first to the gentleman from 
Ohio, the ranking minority member here. 

Mr. Kucinich. Thank you very much, Mr. Chairman, Mr. 
Dodaro, and associates. I want to welcome you to this committee, 
and thank you for the cooperation which you have given to this 
committee to assist us in our work. 

I think it’s important that the administration and the Congress 
work together to achieve fiscal accountability in the Government. 
As a matter of fact, that’s the only way we’re going to make it hap- 
pen. I also would like to associate myself with the remarks of the 
chairman with respect to an analysis of the impact of Mr. Neu- 
mann’s legislation. I think that as we heard his testimony, while 
much of it sounds plausible, put in the context of the Y2K problem 
and the immediate environment which we’re dealing with, which 
the chairman has done an absolutely remarkable job. I’d have to 
say, in terms of highlighting to the American people, it may, in 
fact, be premature to impose an additional mechanism on the Gov- 
ernment. We could be creating a veritable train wreck. So I’m glad 
that you brought that up, and I’m sure that Mr. Neumann who is 
very dedicated to efficiency and accountability in Government 
would want to respect the timing of such legislation. 

So, again, your counsel and guidance on that is important. If you 
could expeditiously give us an analysis prior to this bill going in, 
it would be very helpful. 

I’d like you to speak for a moment about the significance of the 
first ever audit. You know, we’ve heard discussions about it, but I 
think the American people may be incredulous about the claim that 
this was the first ever audit, and it was conducted by this adminis- 
tration. It almost sounds like it’s just a purely political claim. 
Would you elaborate 

Mr. Dodaro. Sure. 

Mr. Kucinich [continuing]. For us on that, and help to clarify 
that claim, and to give it some substance? 

Mr. Dodaro. I’d be happy to. I’d also ask Mr. Steinhoff to com- 
ment on that. Jeff has been involved in all the major pieces of fi- 
nancial management reform passed over the last decade. 

But to put it in historical perspective, for many years GAO and 
others were trying to advocate that we have annual financial au- 
dits of our executive branch agencies similar to what is done in the 
private sector, and it took us a number of years to get the original 
CFO Act passed in 1990. 
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That act allowed for a pilot program of audits of entire depart- 
ments and agencies, 10 in total, because at that point the Congress 
was not convinced of the cost benefit of doing the audits across the 
Federal Government. It authorized audits of individual revolving 
funds and trust fund activities and commercial-type activities, but 
the notion of audits for entire departments and agencies was one 
that the Congress wanted first to run a pilot program, much like 
the pilot programs in the Government Performance and Results 
Act. So that was done. 

In 1994, GAO, OMB, and others agreed that the value of these 
financial audits were very important in bringing about manage- 
ment changes in the Government. We knew that there were a lot 
of problems in the Government, but I don’t think anybody realized 
the depth and scope of the problems until we embarked as a Gov- 
ernment on these first sets of financial audits for fiscal year 1996 
when the Congress required all 24 CFO agencies to have audits 
covering their entire departments and operations. That was author- 
ized by the Government Management Reform Act of 1994. 

Also, I think it was instructive to point out that the Government 
Management Reform Act allowed OMB to give waivers for depart- 
ments and agencies for those fiscal year 1996 audits. I was pleased 
to see OMB did not grant any waivers, and that got us off to a good 
start across Government in getting these audits conducted and put 
us in a position to then move into fiscal year 1997 and have an- 
other set of audits of the 24 agencies. Then, by law, that was also 
the first year where the Secretary of Treasury in consultation with 
the Director of OMB was required to produce, and GAO required 
to audit, consolidated financial statements of the Federal Govern- 
ment. 

So, it’s been a long process to get these requirements in place. 
While the audit results are staggering, and in many cases not to- 
tally unknown, but I also think they are instructive because they 
finally are bringing together, in one comprehensive framework, the 
major problems that need to be addressed. I was pleased to see 
that the President’s directive embraced those major deficiencies 
and required agencies to develop plans to address them. So the 
process now is getting in a routine fashion, which it has to be. 

I’d also put it in the perspective of the testimony I gave before 
this committee at IRS. IRS was 1 of those 10 pilot agencies re- 
quired to have audits by the 1990 act. And we worked at this. This 
committee held hearings year in and year out. The head of the IRS 
came up to this committee, explained what the problems were, and 
what they were doing to fix it. Finally after 6 years of dedicated 
effort, we were able to give IRS a clean opinion on their custodial 
financial statements. That is the type of process that has to take 
place at each of these major departments and agencies. 

Mr. KUCINICH. If I may — do you think that most agencies are 
working hard to resolve their au^t problems? 

Mr. Dodaro. I think most agencies are taking the problem seri- 
ously and are trying to work on them. 

Mr. Kucinich. They’re serious about receiving clean opinions? 
Does that mean anything? If we’re looking at the first every audit 
just recently, has this really been communicated to all agencies 
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that this is serious? Is that the sense in your contact with agen- 
cies? 

Mr. Dodaro. I think 

Mr. Kucinich. That they’re serious? 

Mr. Dodaro. We have a large and diverse Government, and 
there has not been unanimity across all the departments on the 
significance of this issue. So I wouldn’t want to mislead the com- 
mittee to say that all agencies are taking it with the same degree 
of interest. I do believe most agencies are taking it seriously and 
are committing the necessary time and attention. That’s why you 
see continued progress in the number of unqualified opinions. You 
mentioned nine for this year; for fiscal year 1996 it was six. So we 
are moving in the right direction. 

The Department of Defense is really beginning to show more in- 
terest than they have been before in this arena. The Secretary of 
Defense issued a directive for the first time to all the major heads 
of DOD and the military services that he expects them to be in- 
volved in fixing this problem and in working with the Chief Finan- 
cial Officer over at DOD. 

Mr. Kucinich. 'That’s instructive, and I think it would be good 
to know that that’s happening everywhere, because the word has 
to come from the top. If it doesn’t, the chances of having a clean 
audit opinion would probably be unlikely. So, I know that you will 
communicate that to those who you speak to, but I also think it 
would be good for you to be working with this committee and our 
staff of both majority and minority side to let us know if any of the 
agencies need a little bit of encouragement or if there’s some obvi- 
ous lack of compliance, because we shouldn’t have to wait to have 
the information come out in the full committee if we need to have 
a letter co-signed by myself and the chairman in order to establish 
the position of the committee directly to an agency head. We’re 
willing to do that. I mean we need a cooperative and working rela- 
tionship here. So I just wanted you to communicate that. 

Thank you, Mr. Chairman. 

Mr. Dodaro. Mr. Kucinich, let me just add if I might, Mr. Chair- 
man, one additional suggestion. 

In addition to the arrangement that Congressman Kucinich men- 
tioned of working cooperatively with the executive branch, I would 
recommend actively engaging the appropriations and the authoriz- 
ing committees for those agencies. I think the message, if heard 
from this committee and the appropriators that have responsibility 
for giving money to these agencies, and we will see more and more 
attention to fixing problems. There’s some examples of where com- 
mittees have mentioned in appropriation language the importance 
of getting clean opinions and their concerns about this. The Budget 
Committee has asked us several times, too, to provide analysis the 
significance from a programmatic and budgetary standpoint of the 
Forest Service, for example getting an adverse opinion? 

So there’s beginning to be more interest, but to the extent to 
which this committee could foster more attention to that, I believe 
that would provide more incentives for the agencies if they hear it 
from the multiple committees that they work with. 

Mr. Horn. I think that’s an excellent idea, and we will certainly 
followup because certainly the ranking member and myself would 
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do it. But now we’ll add four other signatures, the ranking mem- 
ber, and the chair of an Appropriations subcommittee and the Au- 
thorization Committee. And I think that would get the message 
over pretty readily that we’re all on the same team here. 

Mr. Dodaro. Yes. 

Mr. Horn. Good; that’s a very helpful suggestion. 

I yield myself 10 minutes to go through a few of these questions 
just for the record. 

What are some of the important actions — and you’ve mentioned 
a few, euid I’ve mentioned a few, and the ranking member has men- 
tioned a few — the critical factors that are needed to make sure that 
the Presidential memo is implemented effectively and timely? Is 
that followup coming from the Director of 0MB, or how are they 
working that? Who’s pinned with responsibility to educate the cabi- 
net officers that the President is serious? 

Mr. Dodaro. Yes. I’ll ask Jeff to expand on this a little bit, but 
the Presidential memo clearly indicates that it gives more respon- 
sibility to the Director of 0MB for carrying this out with the de- 
partment heads and agencies. In fact, the memo gives the Director 
of 0MB the discretion to decide which departments must submit 
plans and which ones do not have to do that. 

Jeff. 

Mr. Steinhoff. Basically, what you’re seeing here is direct ac- 
countability being placed on the department head and a very clear 
accountability being placed on 0MB. If you look back at the CFO 
Act when it was passed in 1990, it did envision the Deputy Director 
of Management carrying out this “M” role, and the Presidential 
memo is really reinforcing this. 

The other important factor, to kind of build on the response that 
Mr. Dodaro gave a few minutes ago, is that this has engendered 
some of the response we see today. This has been a long road. The 
Hoover Commission back in 1950 called for improved financial re- 
porting others have called for improvements for many years. But 
budget was key, and people largely viewed that all the accounting 
and accountability was done through the annual budget. 

What really turned the comer is in 1986, Senators Roth and 
Glenn introduced a bipartisan bill. And while it didn’t get through, 
it began the process. In 1990, the CFO Act became law. I think 
many people thought it would come and go. There was a pilot pro- 
gram; they thought the/d wait it out. 

But in 1994, when GMRA passed, people all of a sudden said, 
“Gee, these folks are serious here. They want something done and 
it’s transcended administrations and transcended Congresses.” 

So with that intensive focus now for the past dozen years, I do 
believe that people have gotten the message, and people are trying 
in earnest to get the job done, and you will see attention being 
placed on the Presidential memo. 

Mr. Horn. Well, that’s a very helpful statement, and we’ll put it 
to good use. I noticed Mr. Schatz is advocating the Office of Man- 
agement just as we are, and that bill will go in shortly. And I think 
all of those authorities that have been given the Deputy Director 
of 0MB for management would be transferred then to this Director 
reporting directly to the President. So, at last the President has a 
group of people around him that would know something about 
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management, and not just simply be immersed in the budget which 
is still going to be a major activity for any President over the next 
20 years until we reduce the national debt from its $5.3, .4, .5 tril- 
lion burden on the economy. 

Mr. Dodaro. Mr. Chairman, in implementing this memo it will 
be very instructive to see what the quality of these plans are at the 
end of July, coming from the heads of the agencies to 0MB. That 
will be a good signal as to what extent or how seriously the agency 
heads are taking the problem. In addition to the time and effort 
that goes into developing those plans, the followup will be required. 
I point that out in my written statement, but I think we’re off to 
a good start. But as we’ve seen before, without sustained attention, 
these issues become overwhelmed by other matters. 

Mr. Horn. You mentioned. Gene, the year 2000 problem. Now do 
we face the situation where that problem is so overwhelming that 
it will consume all of the resources that we might want to apply, 
or a cabinet officer might want to apply, to fixing the financial 
management systems? And will that simply divert them away from 
fully implementing the Chief Financial Officers Act and the Fed- 
eral Financial Management Improvement Act? 

Mr. Dodaro. It’s going to vary by agency, but there’s no question 
in my mind, in some agencies that that is going to happen of neces- 
sity. The potential consequences of failure in the year 2000 prob- 
lem, and the consequences that it could have on American citi- 
zens — for the delivery of services, national security, public safety 
and health — are enormous as we’ve outlined with this committee 
before. There’s a very real possibility that would happen. 

If for a minute, also, you think about your grades that this com- 
mittee has given on the year 2000 issue along with these agencies 
have received disclaimers of opinion, you can see that, in many 
cases, the same agencies are receiving lower marks for both prob- 
lems. 

The Department of Defense is a good example. Other agencies 
that are getting clean opinions, like Social Security Administration 
you’ve rated high on the year 2000 problem. So in some agencies 
it’s going to be possible for progress to continue in both areas. But 
in other areas where you’ve got significant problems in financial 
management and in dealing with the year 2000 issue, and other 
management problems, there’s no question that the competition for 
resources will be key. The competition for management attention 
will be key, and in the short run, the year 2000 problem has the 
more drastic consequences if not dealt with effectively. 

Mr. Horn. So we really have no choice in a world with limited 
resources, we’ve got to really devote most of those to solving the 
year 2000 problem? 

Mr. Dodaro. I believe so. 

Mr. Horn. As we’ve noted in numerous hearings of looking at 
various agencies here, and I noticed Mr. Schatz has done it in his 
prepared testimony, that we have a little problem in some agencies 
where both either the CIO and CFO are also the Assistant Sec- 
retary’s for Management? Does the General Accounting Office have 
any views on that question as you roam around the executive 
branch? Is that a problem? 
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Mr. Dodaro. Yes, it is a problem. We have pointed that out on 
several occasions. There are about four or five agencies where they 
have joint responsibilities. We think that both problems are so sig- 
nificant that it requires full-time attention and having qualified 
people that are dedicated to both of those issues. So, we’ve raised 
that issue to the administration repeatedly. They’ve said that 
they’re going to take a look at that issue and move to separate 
those responsibilities, but it hasn’t happened yet in a number of 
agencies. 

Mr. Schatz points out a very good point there. And we’re on 
record in prior testimony before this committee and others that 
having the same person vested with CFO and the CIO responsibil- 
ities, particularly in large departments and agencies, really is not 
an effective way to implement the legislative reforms that are dras- 
tically needed in both areas. 

Mr. Horn. Yes, I agree. Both of these are 18-hour-a-day jobs, and 
the fact is, when you’re in holding both, as we’ve had it with 
Munoz in Treasury, which is the first one that excited my interest. 
I would ask that the staff director, Mr. George, put the appropriate 
language in for the next train leaving the station that becomes law, 
and let’s just order that and quit messing around hoping sweet rea- 
son will work. I can only take Lyndon Johnson’s, “As we reason to- 
gether,” view for only so long when nothing happens. So let’s do it 
in law. 

Mr. Dodaro. I would endorse that, Mr. Chairman. 

Mr. Horn. It’s my understanding that the bar against which the 
agencies are measured — that is the accounting standards which 
they must meet — was significantly increased for fiscal year 1998, 
with the adoption of new standards for cost accounting, accounting 
for revenue, accounting for property plant, equipment, and stew- 
ardship reporting. Do you anticipate that any agencies that have 
received clean or even qualified opinions in fisci year 1997, will 
be unable to do so in the current fiscal year we’re in which is 1998? 

Mr. Dodaro. I’m going to ask Mr. Calder to respond to that 
question. Phil has been deeply involved in the setting of these new 
accounting standards for the Federal Government. He brings a 
very unique perspective of having a 30-year successful career in the 
private sector auditing private-sector organizations as well as State 
and locEd governments. So, I’m very pleased to have Phil as our 
Chief Accountant. He has some good views, I know, on that issue. 

Mr. Horn. Great. Proceed, Mr. Calder. 

Mr. Calder. Well, the question is a good one. There certainly are 
new regulations, new accounting standards that will have to be 
met, and in some cases it will be difficult for some departments to 
meet those. Much of this is brand new. FASAB, the Standards 
Board, and the agencies are working together in an attempt to help 
the agencies understand what the intent of the accounting regula- 
tions are, and also to consider the regulations themselves. It ap- 
pears that there are some cases where the standards may have 
called for more than might be necessa^ so that there is no attempt 
being made to downgrade the accounting standards. There is an at- 
tempt to reconsider all of them to make sure the standards call for 
the appropriate amount of information. 
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As we harmonize the abilities of the departments and the needs 
for information, I think there will be some relief in terms of that 
particular problem, but there are those agencies which have gotten 
a clean opinion which are going to have to do more work to con- 
tinue to get the clean opinion. 

Mr. Horn. Well, we thank you. 

Any additional comments from the gentleman from Ohio? 

Mr. Kucinich. Thank you, Mr. Chairman. 

Mr. Dodaro. And we’ll be pleased to provide the comments on 
Congressman Neumemn’s bill. 

Mr. Horn. Good. 

Mr. Dodaro. And we’ll also get you a nice summary of the Forest 
Service issues with the backup material. 

Mr. Horn. Yes, to save our Xerox budget, why don’t you send one 
directly to the ranking member, and one to me, and one to Mr. 
George? 

Mr. Dodaro. We will do that. 

Mr. Horn. We’ll have covered all the bases by that time. 

Mr. Dodaro. We’ll always send one extra set, too. [Laughter.] 

Mr. Horn. OK. We thank you for your usual fine statement. 

I’m interested, Mr. Steinhoff, you’re noted here as Director on my 
agenda. That would be Director of what, just for the record? 

Mr. Steinhoff. I’m Director of Planning and Reporting. 

Mr. Horn. Planning and Reporting? 

Mr. Steinhoff. In the Accounting and Information Management 
Division. 

Mr. Horn. Did you remember we held a hearing on the Bench- 
mark Program in Oregon which fascinates me? Have you had a 
chance to look at that and how that works in the Oregon State gov- 
ernment? To my knowledge, it’s the only State that has a Bench- 
mark approach to looking at the effectiveness and efficiency and 
goal-reaching of various State programs. 

Mr. Steinhoff. I am familiar with some of the things they’ve 
done. I’m not really particularly familiar with that particular issue. 

Mr. Horn. Well, if you have some knowledge of it or anybody on 
your staff or anywhere we could find them, we would welcome 
them, because I’m very interested in pursuing that and spelling it 
out for the executive branch. We should be doing exactly what Or- 
egon is doing. 

Mr. Dodaro. We have people 

Mr. Horn. They talked to the clients; they asked them what they 
wanted, what they expected, how would we know something when 
it was achieved, and so forth and so on. 

Mr. Dodaro. Yes, we have people at GAO that have followed the 
development of that, Mr. Chairman. Also, we have very active, good 
relationships with the State auditors and others out there who are 
living with that on a daily basis. We have talked with the city 
auditor .of Portland, for exeunple. 

Mr. Horn. Well, if GAO could do us a little summary 

Mr. Dodaro. Sure. 

Mr. Horn [continuing]. Of what’s going on in the States on this, 
it maikes some sense in terms of applicability to the U.S. Govern- 
ment and its various programs. That would be most helpful. 

Mr. Dodaro. Yes, we will do that. 
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Mr. Horn. Thanks for your usual fine testimony. Thanks for 
coming. 

Mr. Dodaro. Thank you, Mr. Chairman. 

Mr. Horn. Now we’ll go to panel three. And it might be panel 
three, but it only has one person in the panel. And I guess we fig- 
ured we didn’t need anybody else. Mr. Schatz and the Citizens 
Against Government Waste have a very good reputation. 

Mr. Horn. I think you know the routine here, Mr. Schatz. 

[Witness sworn.] 

Mr. Horn. Affirmed the oath, the clerk will note. And your state- 
ment is automatically part of the record. And we’re glad to have 
you here. So, proceed. 

STATEMENT OF TOM SCHATZ, PRESmENT, CITIZENS AGAINST 
GOVERNMENT WASTE 

Mr. Schatz. Thank you very much, Mr. Chairman. 

And let me state at the outset that Citizens Against Government 
Waste does not take any Federal funds, wouldn’t want any, and 
that we operate with our membership and other supporters 
throughout the countiy. 

Congratulations on continuing the effort to bring more account- 
ability to the use of our tax dollars in Washington, both to you, and 
the ranking member, and the other members of the subcommittee, 
and certainly to the Congress for last week reinforcing the need to 
do something more about how we’re looking at our money. 

We’ve had studies for many, many years. Mr. Steinhoff men- 
tioned the Hoover Commission. Of course. Citizens Against Govern- 
ment Waste arose out of the Grace Commission and has been work- 
ing on these issues for many years. In fact, I worked with Jeff 
Steinhoff on that 1986 bill that formed the basis for many of the 
changes that have occurred since then. The fundamental underpin- 
ning of that bill was the establishment of an Office of Federal Man- 
agement which was recommended by the Grace Commission and 
others like Citizens Against Government Waste. In fact, former 
Congressman and White House Chief of Staff Leon Panetta once 
had such a bill. I don’t know what happened when he went over 
to the White House, but it is something that deserves attention, 
and I’m glad to hear that you are seriously considering it, and that 
it is a clear — now with the year 2000 problem — situation that has 
to be addressed. 

While the year 2000 problem, in and of itself, is significant, it’s 
also helpful in drawing attention to these management problems. 
As often happens, it takes a crisis of sorts to make people move a 
little faster in terms of resolving problems. And if that’s the incen- 
tive needed to address and solve a lot of the management problems 
throughout the Federal agencies, then it’s something that we wel- 
come in a strange sense. In fact, there may be some people that 
welcome the year 2000 problem because it may shut down some 
agencies, but I don’t think that’s what we really want to happen. 

Now it seems to me, based on the testimony today, and I cer- 
tainly associate myself with the importance of the issue and many 
of the recommendations made by the former witnesses that have 
spoken this morning, I think we need a series of incentives and 
oversight and consequences, and then also communication. 
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The incentives are simply to reward Federal workers for doing 
the right thing, for fixing the problems, for coming up with solu- 
tions. That was one of the recommendations that was made by the 
Grace Commission to actually provide support for incentives, par- 
ticularly in the areas of financial management and cash manage- 
ment, to Federal employees that do the right thing and move these 
recommendations and processes forward. 

Second, oversight. Mr. Chairman, you have really, really done a 
wonderful job on an issue, as many people including Mr. Armey 
have pointed out, that does not grab the headlines except when you 
find those — or actually lose those — [laughter] — missile launchers 
and other components in the Defense Department. While these are 
things that need to be brought up to draw attention to the problem, 
certainly everyone wishes that they weren’t there in the first place. 

The consequences, as illustrated by Mr. Neumann’s bill, should 
be very strong. Sometimes it does take something extra to get peo- 
ple to move on this issue. The incentives in Washington have al- 
ways been to spend the money, not necessarily to worry about how 
it’s being spent. In fact, one of the things that was described in 
terms of the Federal loan program is that money gets lent to people 
who can’t afford to pay it back, and then they don’t keep track of 
where it goes. In those days, it was money the Government didn’t 
have. Now, at least, we have this alleged surplus. But that’s still 
not an excuse to spend money or loan money and not keep track 
of it and not try to get it back in the proper fashion. 

Finally, communication; continuing the oversight, continuing the 
hearings, keeping this issue out front of the American people. 
While we certainly appreciate what the Congress did last week and 
what the President has done with his Executive order, I think this 
is such a serious problem and such a significant one. The adminis- 
tration has certainly been up front about discussing technology, 
and there has been some, I tfunk, very valid criticism of the Vice- 
President for not taking a stronger lead in this area. They should 
be talking about this every single day. 

There is a countdown going on right now to the end of literally 
next year. That’s not that far away. If the message were to get out 
in terms of followup to the President’s order, it’s something that he 
should be talking about at every press briefing, at every oppor- 
tunity he has to discuss any kind of issue in relation to Federal 
spending, because we’re not going to have the ability to spend some 
of that money if those systems are not fixed. I’m not sure that that 
is fully recognized throughout — ^not just in Washington and at the 
heads of the agencies, but also by the public. 

And we need a lot more support. The vote last week should have 
been front-page news. It should be discussed by every Member of 
Congress when they go back home. You know, that is a bipartisan 
and very important effort to bring more accountability. And there 
is nothing that people appreciate more right now when they know 
in some ways that they’re kind of overpaying because we do have 
more money coming in than we’re spending. They want solutions, 
and they want accountability. And I think that’s something that 
should be clearly communicated by all the Members of Congress as 
we move ahead. 
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One more thing I would add. Mr. Kucinich, you mentioned 
whether we should be moving forward with Mr. Neumann’s bill or 
whether there’s a problem or question. The agencies have really, in 
a sense, had 5 years — and really more — to get their books in order. 
This is something that’s been done by Executive order. It’s been 
discussed. There are a lot of things out there that have pushed in 
this direction. Certainly, the financial management, as GAO point- 
ed out — and some agencies are moving ahead and with others it’s 
a problem. I would simply add to the consequences of Mr. Neu- 
mann’s bill, failing to fix the year 2000 problem. 

In other words, don’t back off from providing consequences and 
accountability, but add in what is certainly the biggest manage- 
ment problem we face in the next year and a half. They would cer- 
tainly get the message there. “Fix it or you or someone else may 
be gone.” So if we have to step there first, let’s do that as opposed 
to maybe postponing the whole process of providing a real serious 
consequence as to failing to move ahead on management. 

Now that concludes my oral statement, Mr. Chairman. I know 
you are going to include my written statement. I’ll be happy to 
comment or answer any questions. 

[The prepared statement of Mr. Schatz follows:] 
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My name is Thomas Schatz and I am the president of Citizens Against 
Government Waste, a 600,000 member organization founded in 1984 by industrialist J. 
Peter Grace and columnist lack Anderson. The organization was founded to implement 
the findings of the President’s Private Sector Survey on Cost Control, commonly known 
as the Grace Commission. 

In March of this year, the General Accounting Office released the Consolidated 
Financial Statements of the Federal Government. The 66-page audit report, mandated by 
the 1 994 Government Management and Reform Act, reveals in uiunistakable terms the 
chaotic nature of the federal bureaucracy. The report discloses that few agencies can 
stand the scrutiny universally required of private sector businesses. Unfortunately, as 
many taxpayers have long suspected, no one is minding the government store. 

The report indicates that billions of dollars in government property caimot be 
accounted for, including $636 billion in military equipment Among the misplaced items 
are a surface-to-air missile launcher worth $1 million, two harbor tugs worth $875,000 a 
piece, IS jet engines (including two priced at $4 million each), and a floating crane with 
an estimated value of $468,000. 

The Pentagon wasn’t the only contestant in this macabre game show, Auditors 
discovered that the Department of Housing and Urban Development is making 
approximately $900 ntillion per year in overpayments on rent subsidies. Even worse, an 
investigation of the Health Cate Financing Administration revealed that the agency made 
$23 billion in Medicare overpayments. And in a devastating critique of the government’s 
technological capabilities, GAO found that only a handful of the agencies examined made 
progress toward fixing the Millennium Bug by the inexorable December 31,1 999 
deadline. Some may cheer the prospect of a major government shutdown fiom failing to 
address this crisis, but the Year 2000 bug would spread its virus indiscriminately, hurting 
both useless and essential functions. 

In all, the GAO report examined the financial records of 24 cabinet-level 
departments and government agencies, and had little good to say about most of them. 
Only seven — including the Social Security Administration. NASA, and the General 
Services Administration — received passing grades. 
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The remainder received strong criticism for their accounting practices, with a few — the 
Defense Department among them — having financial statements so poor that GAO 
simply could not render a definitive opinion on their books. 

Similar judgments in the private sector would spell doom for just about any 
corporation you could name. But not the federal government. Instead, the results of this 
unprecedented audit were greeted with a yawn by most lawmakers. A Clinton 
administration official shrugged off the audit as something akin to cleaning out an old 
closet after two hundred years. 

Despite the comprehensive nature of the report, the audit did contain a few 
weaknesses. For instance, the report failed to list several key government assets and 
liabilities — among them nuclear warheads, national parks, and employee pension plans. 
Defense Department spokesman Kermeth Bacon summed up the problem when he asked, 
“How do you calculate the value of the U.S.S. Constitution sitting in Boston Harbor or 
the environmental liabilities of destroying in 40 or 50 years a nuclear-powered sub 
commissioned this year?” 

The audit report also neglected to mention the mother of all government liabilities 
— future Social Security benefits. In fact, auditors indicated that the federal government 
could simply eliminate its Social Security liability by cutting future benefit payments! 

The report is a frank acknowledgment that the government remains unprepared for the 
impending bankruptcy of the Social Security trust fund in 2029. 

Nonetheless, the audit remains an important tool in the fight against government 
waste. Congress and the White House allegedly remain committed to correcting the 
accounting flaws revealed by the audit and to obtaining a “clean opinion” by 1 999. 
However, given the scope of the problem, it is questionable whether that goal can be 
reached. This much neglect simply cannot be cleaned up overnight. 

Although several agencies have made remarkable progress toward financial 
accountability, most of them don’t seem to take seriously their obligation to taxpayers. 

In 1 984, the Grace Commission made 2,478 recommendations to improve the efficiency 
of the federal government. These proposals, once fully implemented, would have saved 
taxpayers $424.4 billion over three years. The recommendations covered all federal 
departments and most major agencies, as well as cross-cutting issues such as financial 
management, federal management systems, personnel, procurement, printing and 
publishing, and retirement. 

One of the most importtuit structural proposals made by the Grace Commission 
was to re-establish the Office of Management and Budget (OMB) as the Office of Federal 
Management (OFM). This would not simply restore the "M" to OMB, it would make the 
"M" the only letter in the President's primary agency in charge of carrying out and 
enforcing his management and spending plans. The Grace Commission noted that 
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budgeting should be a tool of management, rather than the driving force for management, 
just as it is in the private sector. 

The Commission also proposed the establishment of a chief financial officer 
(CFO) in the Executive Office of the President, an office of federal financial management 
at OFM, and counterpart CFOs in federal departments and agencies. In 1 990, Congress 
passed the Chief Financial OfiBcers Act, establishing a Deputy Director for Management 
at OMB, an administrator of a new o£Bce of federal financial management, known as the 
controller of the executive branch, and 23 CFOs at department and agencies. By the end 
of the Bush Administration, only 14 of the 23 CFOs had been appointed. 

In the second term of the Clinton administration, most agencies have a CFO, 
acting or otherwise. However, four of these agency CFOs carry the additional title of 
chief information officer, and seven of the CFOs are also the directors of administration. 
This is clearly not in keeping with the original intent of the legislation - one individual, 
removed from politics, devoted to one job. Professional managers and auditors must be 
ensconced in these positions. 

Rep. Neumann testified earlier regarding his Tax Dollar Accountability Act, 
which provides an enforcement mechanism and penalties for agencies that fail to pass 
similar audits in the future. His legislation gives agencies just one year to clean up their 
books. If the agencies are unable to comply, the responsible individuals will be fired, and 
five percent of the agency’s funding would go into a reserve account until the agency is 
able to pass a financial audit. If this is what it takes to get results, then it should be 
adopted by Congress. 

The audits are putting the agencies through a healthy exercise, which will also 
better enable them to implement the Government Performance and Results Act, another 
critical tool to provide greater accountability in the federal government. In the future, it 
is our hope that every taxpayer will receive, along with his or her tax forms, a fully 
audited financial statement of the federal government. Then they will be able to truly 
determine how wisely - or unwisely - their money is being spent. 

Mr. Chairman and members of the subcommittee it is a pleasure to be here this 
morning, and I look forward to answering your questions. 
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Mr. Horn. Well, I mentioned in my comment to the General Ac- 
counting Office witnesses your testimony on supporting the Office 
of Management and also your views on having a separation be- 
tween the Assistant Secretary for Management and the Chief Fi- 
nancial Officer, and also the Chief Information Officer. Now that 
makes a lot of sense to me, and we will be pursuing those as I 
think you know. 

On the year 2000 problem, I think you’re agreed certainly that 
a major emphasis has to be paid on that and, you know, focused 
on that because all else, if we don’t correct that, is in absolute dis- 
array. 

Mr. SCHATZ. Well, we just found out, for example, Mr. Chairman, 
that our voice mail won’t work 

Mr. Horn. Yes. 

Mr. SCHATZ [continuing]. In the year 2000, and we only replaced 
it 3 years ago. So there are a lot of things that people don’t realize 
will occur or have an impact on their daily business. We’ve become 
very dependent on this technology, and it is something that really 
needs to be moved quickly. 'The Government being the size that it 
is and having had really such poor financial management practices 
over the years has to, in a sense, set aside almost everything else, 
and look at this, and move forward as fast as they can. 

Mr. Horn. Does your organization have any additional sugges- 
tions to put to Mr. Neumann’s bill as to the consequences and re- 
sponsibilities section in particular? 

Mr. SCHATZ. Well, I think there is — it really starts in a good di- 
rection. I think there was one suggestion — and I don’t know that’s 
exactly in the bill — ^but the withholding of the funds should be from 
the administrative portion of the budget of the agency. In other 
words, you don’t want people who are receiving services to suffer 
because the financial management is in trouble, and that is some- 
thing that does affect how people work. 

Now the other side of that, of course, is that sometimes it takes 
more money. One of the big things that has been a problem over 
the years is that members view the ability to fund programs as 
being a lot more interesting and a lot more exciting and it gets 
more headlines then when they say, “Well, we’re fixing computers.” 

Again, with the year 2000 problem it may be OK and it may, in 
fact, be useful to run around saying, “We’re going to make sure the 
Government doesn’t shut down, therefore, we’re going to put more 
money into fixing computers than we have in the past.” 

All the talk about the Government surplus, all this other 
money — to me you take whatever you’ve got that’s extra, then you 
do this. You don’t talk about it — ^more programs, and more spend- 
ing, or anything else, or obviously Social Security is extremely im- 
portant. But this is an area where spending the money will, in fact, 
produce results as long as it’s followed up and as long as the ac- 
countability and oversight is there. 

Mr. Horn. Does the gentleman from Ohio have any questions? 

If not, would any other comments you want to make, Mr. Schatz? 

Mr. Schatz. Well, we’re happy to work with you, Mr. Chairman. 
As you know, we take this issue so seriously that we have been 
working on it for many years. In fact, when I was looking for a new 
Director of Government Relations, when I saw that Council Nedd 
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had worked on this subcommittee, aside from his many other quali- 
ties, that was a very important one for us because it did bring in 
someone who understood this and because it has been such a criti- 
cal issue for me amd the organization since I’ve been there since 
1986 that we expected this to be something that would be, and con- 
tinue to be, of importance. Certainly, the quality and knowledge 
that he brings to the table is reflected in the recommendations in 
this testimony. 

We all look forward to continuing in this direction. We appreciate 
the bipartisanship and certainly hope that we can get this done so 
that on January 1, 2000, we won’t be afraid to fly, and we’ll get 
all the checks we’re supposed to get. 

Mr. Horn. Right. Well, we’re glad to see Council in the room. So, 
thank you for coming and testifying. 

I’m now going to thank the staff that worked on this hearing on 
both sides of the aisle. J. Russell George, the staff director and 
chief counsel, is behind me. Matthew Ebert, the clerk of the sub- 
committee; Dianne Guensberg is to my left and your right, on de- 
tail from the General Accounting Office; Mason Alinger, staff as- 
sistant, and a number of interns, Betsy Damns, Mark Urciuolo, and 
then David Graff for the majority. For the other side of the aisle. 
Faith Weiss, minority counsel, Jean Gosa, minority clerk; Earley 
Green, minority staff assistant, and Colin Newman is the court re- 
porter. 

So, we thank you all, and this hearing is adjourned. 

[WTiereupon, at 11:15 a.m., the subcommittee adjourned subject 
to the call of the Chair.] 
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